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| THE TICKER | MUSEUM NEWS 


MoAF Resumes Search for Space 
and Considers Hybrid Events for the Fall 


SLIGHTLY OVER TWO YEARS AGO, in 
March 2020, we moved every program we 
offered—from our exhibits and events to 
our educational programming and even 
our annual Gala—to an online format in 
the midst of the pandemic. We learned 
a lot through this process and were able 


Message to Members 





to expand the reach of our initiatives sig- 
nificantly through this formatting change, 
reaching audiences across the country and 
around the world. We have many people to 
thank for helping us through this process, 
especially our good friends at the Fordham 
University Gabelli School of Business. 

We also understand there is no substi- 
tute for the visitor experience of exploring 


Stephen Foerster 


Finance Professor, Ivey Business Sc 


Steven Foerster speaks on “In Pursuit of the Perfect Portfolio” on April 12. 


a physical museum, while learning from 
and engaging with authentic objects and 
artifacts. To that end, we have resumed our 
search for a physical location in New York 
City and are on the lookout for a new space. 
Weare also in discussions with our event 
partners and sponsors on bringing at least 
some of our programming 
back to an in-person for- 
mat this fall. We hope to be 
able to continue to provide a 
livestream experience to those 
who are unable to attend in 
person, either due to health 
concerns while the pandemic still lingers, or 
their geographical location. Ideally, a hybrid 
approach seems best for all, as we'll be able 
to engage in-person audiences while also 
reaching the many new constituents from 
around the globe who have been attending 
our virtual events over the past two years. 
One of the first groups we’re look- 
ing to bring back in a hybrid format is 


our Communications Executives Advi- 
sory Roundtable, which meets quarterly 
to provide ideas and advice that guide 
much of our programming. They also 
help to secure sponsorship for our eve- 
ning events, which is necessary to keep 
our events free for all who wish to attend. 
Our recent program, “NFTs: Welcome 
to the Metaverse” came out of one of 
these sessions and attracted an audience 
of 648 attendees—well more individu- 
als than any of our past physical spaces 
could accommodate. You will notice 
another outcome from this group on 
the following two pages of this maga- 
zine, as we have reformatted some of 
our news segments into infographics to 
provide information on our programs in 
a way that is more visual and engaging. 
We hope you will continue to enjoy our 
programs, whether it be face-to-face with 
our speakers and exhibits, or from the 
comfort of your homes and offices. $ 





Roger Lowenstein answers questions from the audience 


posed by Fordham Professor Sris Chatterjee and MoAF 
President David Cowen at an event on April 27. 
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Postcards and the Post Office Surplus of 1911 


By Brian Grinder and Dan Cooper 


THE UNITED STATES Post OFFICE (USPS) 
has always been in an impossible position. 
President Harry Truman, addressing the 
National Association of Postmasters in 
1951, described the Post Office aptly when 
he posited that, “The postal service is not 
only big business, it is public business.” As 
a business, it is expected to pay for itself, 
but as a public business, it is beholden to 
the dictates of the legislative branch. In the 
same speech, Truman noted that the Post 
Office was “being run at a deficit of more 
than $500 million a year.” Deficits at the 
Post Office have been the rule rather than 
the exception. 

According to Reuters, “USPS has 
reported net losses of nearly $100 bil- 
lion since 2007. That stems in part from 
2006 legislation that required that the 
agency pre-fund more than $120 billion in 
retiree healthcare and pension liabilities, a 
requirement that labor unions have called 
an unfair burden not shared by other busi- 
nesses.” How can such an institution ever 
pay its way in the face of the federal gov- 
ernment’s unyielding demands? To make 
matters worse, technological innovations 
such as e-mail, Twitter, Facebook and 
other social media platforms have taken so 
much business away from the Post Office 
that it is nigh well impossible for it to 
break even, much less operate profitably. 

But there was a time when innovations 
benefited the Post Office’s bottom line. One 
of the most surprising innovations to bene- 
fit the Post Office was the picture postcard. 

According to postcard chronicler Lydia 
Pyne, the Golden Age of Postcards in the 
United States began in 1905 and ended in 
1920. In 1909, roughly four years into this 
Golden Age, the Post Office experienced 
record losses with no hope for a recovery 
any time soon. However, the 1911 Annual 
Report of the Postmaster General reported 
a surprising gain: 


For the first time since 1883 the annual 
financial statement of the Post Office 
Department shows a surplus instead 
of a deficit. The revenues for the fiscal 





Rural postal carrier and wagon, circa 1900. 


year ended June 30, 1911, amounted 
to $237,879,823.60 and the expendi- 
tures to $237,660,705.48, leaving a 
surplus of $219,118.12. At the begin- 
ning of the present administration in 
1909 the postal service was in arrears 
to the extent of $17,470,770.47, which 
was decidedly the largest deficit on 
record.’ In the brief space of two 
years this deficit has been changed 
into a substantial surplus. 


Frank H. Hitchcock, the Postmaster 
General, was at a complete loss to explain 
the turnaround. “Postal Cards” are only 
mentioned once in the Postmaster Gen- 
eral’s 1911 report with revenues generated 
from postcards simply lumped together 
with revenues from the sale of stamps, 
stamped envelopes and newspaper wrap- 
pers. Opinions on the turnaround ran 
from deceptive accounting procedures to 
denials that the record-breaking 1909 defi- 
cit ever existed. 

The sources of the deficit were easy 
to locate. According to Hitchcock’s 1909 
annual report, the culprits were losses gen- 
erated by second-class mail, which totaled 


$64 million by 1909, and losses from Rural 
Free Delivery (RFD), which was estab- 
lished as a permanent nationwide postal 
service in 1902 and had piled up losses of 
almost $28 million by 1909. The problem 
with second-class mail, primarily maga- 
zines and newspapers, was that the Post 
Office was not willing or able to increase 
second-class postage to a level that would 
make it profitable because of political 
pressure from Washington, DC. RFD 
expanded regular free mail delivery and 
collection to rural Americans regardless 
of the remoteness of their homes. While 
politically popular, especially among the 
nation’s farmers and ranchers, deliver- 
ing the mail directly to homes in areas of 
the country that were sparsely populated 
proved to be enormously expensive. 

The most common explanation for the 
surplus invoked cost-cutting efforts and 
the consolidation of operations. Although 
it was an incomplete answer at best, the 
matter of the 1911 Post Office surplus 
receded into history while annual deficits 
quietly returned. It would take serious 
historical sleuthing over 100 years later 
by Daniel Gifford, an historian at the 
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Postcards mailed during the Golden Age of Postcards in 
the United States, with postmarks spanning from 1908-1911. 


Smithsonian Institution, to identify the 
source of the Post Office’s good fortune 
in 1911. His cautious conclusion was, “It is 
the ‘millions upon millions’ of postcards 
sent by real people, ‘greater in the rural 
districts than in the city,’ that deserves at 
least some of the credit for the fiscal trans- 
formation of the Post Office Department 
between 1909 and 1911.” Pynes stated Gif- 
ford’s conclusion more succinctly: “What 
happened? In a word: Postcards.” 

The picture postcard craze began in 
the late 19th century in Germany, soon 
spread throughout Europe and eventually 
became a worldwide phenomenon. For a 
variety of reasons, the fad was relatively 
late in coming to the United States, hit- 
ting our shores in about 1905. Histo- 
rian David Henkin contends that, “There 
was from the start something elegant, 
not to mention convenient, about cards 
that bore their own one-cent postage and 
could travel anywhere in the country. And 
since postcards supplied a built-in excuse 
for being brief, they further lowered the 
threshold for mail exchange.” 

According to postcard authority Dor- 
othy B. Ryan, “The sheer numbers of 
postcards sent through the mails at the 


height of their popularity is staggering.” 
She noted that in 1906, the United States 
consumed 770.5 million postcards. Post- 
card consumption includes both cards 
purchased for collection and cards pur- 
chased to be mailed. Over 667 million 
postcards were mailed in the US in the 
fiscal year ending June 30, 1908. Accord- 
ing to Gifford, “that would be seven post- 
cards a year for every man, woman and 
child in the nation.” By 1913, according to 
Ryan, annual postcard mailings in the US 
exceeded 968 million. 

Postcards were also popular during the 
holidays. Ryan found that, “More than 
a million postcards passed through the 
Baltimore post office during the Christ- 
mas 1909 season; in a single day that 
Christmas, the St. Lous post office handled 
750,000 postcards, and they weighed two 
and a half tons.” During that same Christ- 
mas season, The Boston Globe reported, “It 
is but a few years ago that an utterly insig- 
nificant proportion of the pieces of mail 
handled at Christmas time were postal 
cards.” The article later stated, “Now that 
the Christmas sentiment is conveyed by 
the picture postcard the holiday avalanche 
of these souvenirs is most decidedly a 
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force to be reckoned with. Millions upon 
millions of those cards are transmitted 
every December not only between differ- 
ent destinations in the United States but 
from America to nearly all quarters of the 
globe.” 

Gifford cited a 1910 article in The Wash- 
ington Post by Frederic J. Haskin to sup- 
port his contention that postcards led 
to Post Office profitability. According to 
Haskin, “Trade authorities estimate that 
2,300,000 post cards are sold every day 
in the United States. Not all of these are 
mailed, but it is probable that the postof- 
fices [sic] every day sell $20,000 worth of 
one-cent stamps to be used on post cards. 
It requires an average of 120 post cards to 
weigh a pound, and thus the Postoffice 
[sic] Department receives $1.20 a pound 
for carrying post cards, as against an aver- 
age cost of transportation of 9 or 10 cents 
a pound. The post card business is very 
profitable to the postoffice [sic].” 

Gifford also found that in the United 
States, “postcard use skewed in favor of 
rural and small-town Americans.” Evi- 
dently the rural population sent more 
postcards than it received. According to 
Gifford, “The overlay of the fiscal turn- 
around of the Post Office Department did 
not just match the postcard fad generally. 
The timing of the transformation between 
1909 and 1911 corresponded to the actual 
peak—the commercial apex—of one of 
the greatest postal-based phenomena of 
the 20th century.” 

Gifford was able to identify one postal 
official who may have understood the 
role postcards played in returning the 
Post Office to profitability: Fourth Assis- 
tant Postmaster General Peter Voorhees 
DeGraw. DeGraw, who oversaw RED, 
noted that postcards were in large part 
responsible for a 96% increase in RFD 
mail during the 1909 fiscal year. Gifford 
noted the irony in the 1909 annual report, 
which blamed RFD in part for the deficit, 
while at the same time reporting that 
postcard mailings had nearly doubled the 
amount of RFD mail. 

It is unfortunate that the Post Office 
never made a serious attempt to identify 
the source of its 1911 turnaround. Had 
it developed a systematic approach to 
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identifying key drivers of profitability, it 
may have been able to mitigate some of 
the financial distress it has endured over 
the years. But then again, the ever-present 
problem of congressional meddling in 
the affairs of the Postal Service may have 
simply nullified any benefits from such a 
system. $ 


Brian Grinder is a professor at Eastern 
Washington University and a member 
of Financial History’s editorial board. 
Dr. Dan Cooper is the president of Active 
Learning Technologies. 


Note 


1. According to Samuel H. Williamson’s 
Seven Ways to Compute the Relative Value 
of a U.S. Dollar Amount, 1790 to Pres- 
ent (MeasuringWorth, 2022 https://www 
-measuringworth.com/calculators/ 
uscompare/), $17 million 1909 dollars was 


worth about $500 million in 2020. 
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Library of Congress 


By Roger Lowenstein 


DURING THE SUMMER OF 1862, the Union 
army fell into a slump. The army’s reverses 
moved Britain closer than ever to recog- 
nizing the Confederacy and pushing for a 
peace settlement. These two factors—dis- 
appointments in battle and the growling 
British lion—weighed like a millstone on 
the Union’s credit. Military and financial 
stagnation served as a backdrop for two 
major Union initiatives. 

One was Lincoln’s decision to finally 
tackle the question of emancipation. The 
other, more purely financial, involved a 
major effort by the President and his Trea- 
sury Secretary, Salmon P. Chase, to get 
cotton out of the South. Lincoln thought 
more about the purse than is credited; 
he considered a robust Treasury vital to 
winning the war. And until the war, cot- 
ton had been America’s biggest export, 
playing much the role of oil in a modern 
petrostate. Congress had authorized trad- 
ing in occupied southern territory, under 
Treasury regulations, in 1861. By 1862, 
Lincoln had come to believe that export- 
ing cotton could significantly relieve the 
strain on the Union finances. He and Sec- 
retary Chase were each extremely anxious 
to procure cotton because its sale for gold 
or other hard currency would shore up the 
greenback and the Union’s credit. 

The President was also eager to revive 
business in the Union-occupied South. 
The potential for trade with southern 
communities spoke to the vision he had 
articulated at his inaugural—that America 
was one country, with no natural bound- 
aries or divisions. However, this lofty 
vision ran smack into the fractious reality 
of civil war. Trade within the South would 
inevitably deliver funds into enemy hands. 
It would prop up the Confederacy at its 
weakest link—its hollowed-out economy. 

At a cabinet meeting in February 1862, 
Chase presented a plan for issuing licenses 
to traders to purchase cotton and other 
goods. The same day, Lincoln issued an 
order permitting “a partial restoration of 
Commercial intercourse” within the rules 
to be prescribed by the Treasury Secretary. 
Thus, significant responsibility lay with 


Portrait of Abraham Lincoln, 1860. 
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Secretary of the Treasury 
Salmon P. Chase, circa 1862 


Chase. The regulations obtained practical 
significance after the Union’s victories in 
the spring, when Yankee troops came in 
close contact with southern populations. 
Chase issued permits to carefully selected 
buyers, who were supposed to trade only 
with Southerners who pledged an oath of 
loyalty to the United States. 

However, Lincoln and Chase overesti- 
mated the degree of loyalty in the occu- 
pied South. A mere oath was hardly to be 
relied upon. Even assuming the best of 
intentions, once a payment passed into the 
South, there was no way to prevent it from 
flowing into the war effort. 

The Confederacy had its own problems 
with enemy trade. Officially, Richmond 
proscribed “all trade with the enemy.” 
Newspapers defended the policy and 
heaped scorn on those who dared to con- 
spire with Yankee profiteers. However, 
the South was too dependent on obtain- 
ing vital supplies to completely banish 
commercial relations. Despite the off- 
cial policy, the Confederate War Depart- 
ment allowed that “some barter or trading 
for the supply of [people’s] necessities 
is almost inevitable.” President Jefferson 
Davis himself, while personally incorrupt- 
ible, conceded that “as a last resort” trad- 
ing with the Yankees might be justified. 

On either side, supply and demand 
pressures often trumped policy. Interrup- 
tion of normal trade had left the South 
with a huge surplus of cotton and forced 
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Secretary of State William H. Seward, 1861 


four out of five northern textile mills to 
close. Anyone who could get cotton out 
of the South stood to reap a fortune. The 
Union had a further and important ratio- 
nale: relieving the depression in English 
and French manufacturing districts. Both 
countries were seeking to develop other 
sources of supply; meanwhile, laid-off mill 
workers were begging for bread. The New 
York Times reported a quarter of a million 
unemployed in Lancashire and “physical 
symptoms of starvation.” 

Secretary of State William H. Seward 
keenly wanted to ship cotton to Britain to 
temper the pressure on Britain to intervene 
in the war. As Edward Bates, Lincoln’s 
attorney general, neatly summarized, “We 
want Cotton badly, for both home use and 
European supply.” Lincoln realized that 
the policy was problematic, but judged that 
on balance it helped the Union cause. 

General William Tecumseh Sherman, 
who in late July arrived in Memphis as 
military governor, vehemently disagreed. 
Sherman discovered a commercial 
entrepét linked northward to Mississippi 
River towns thirsting for a revival of trade, 
and southward to the cotton deltas of 
Arkansas and Mississippi. On the Con- 
federate side, cotton could be procured 
for as little as ten cents a pound, but any 
cotton that traversed into Union territory 
was worth upward of 60 cents. Given the 
potential for profit, financial inducements 
outweighed patriotism. 
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General William Tecumseh Sherman 


Barely a week after his arrival, Sherman 
grasped the essential truth: “We cannot 
carry on war & trade with a people at the 
same time.” Chase should have reckoned 
with this insight. Sherman protested that 
the flourishing trade in enemy territory was 
founded on a bald misconception. The war, 
he heatedly advised the Treasury Secretary, 
“has been complicated with the belief... 
that all on the other [side] are not enemies.” 

In fact, it was safer to assume that 
local populations were hostile. Sherman 
discerned that Memphis and outlying dis- 
tricts were honeycombed with Confeder- 
ate sympathizers. Many were illicitly sup- 
plying vital goods to the Confederacy, 
smuggling salt, bacon, powder and arms 
into the South. There were cases of contra- 
band smuggled in a hearse during a funeral 
procession, and of women sashaying past 
respectful Union guards with forbidden 
goods hidden in the folds of their crinoline 
skirts. Smugglers also supplied the danger- 
ous guerrilla forces that menaced Union 
troops. According to Sherman, none could 
venture “beyond the sight of the flag-staff 
without being shot or captured.” 

Sherman viewed the merchants trading 
across lines as a fifth column propping up 
the enemy. He thought the cotton order 
was “worse to us than a defeat.” General 
Ulysses S. Grant, who had briefly passed 
through Memphis, was similarly seething 
with frustration over the “great disloyalty 
manifested by the citizens of this place.” 
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Both Union generals were horrified 
that profiteers were putting their troops 
at greater risk, and used their authority to 
block them. Sherman directed that all travel 
into and out of Memphis be conducted dur- 
ing daylight, and on specified roads, where 
sentries were authorized to search at will. 
Grant directed traders to stay in the rear 
as his army moved south. Perhaps because 
they realized that physical barriers were 
ineffectual, they tried to prevent northern- 
ers from spending hard currency. 

As Sherman pithily noted to Grant, 
“Money is as much contraband of war as 
powder.” Effective August 1, Grant ordered 
that no gold or silver be used in exchanges; 
those who did would suffer arrest. Sherman 
went further, banning the use of gold, silver 
or Treasury notes; speculators, he decreed, 
could procure cotton with “obligations” to 
be settled after the war. This would have 
halted the cotton trade outright, which is 
what Sherman wanted. However, the mon- 
etary restrictions violated the Treasury’s 
policy, as well as that of the War Depart- 
ment, and were quickly rescinded. 

Sherman blamed the black- and gray- 
market trading on a familiar scapegoat: 
Jews. He fumed that “the country will 
swarm with dishonest Jews who will 
smuggle powder, pistols, percussion-caps, 
etc., in spite of all the guards and precau- 
tions we can give.” Sherman similarly 
protested to Chase that “the commercial 
enterprise of the Jews” was undermining 
military objectives. And he advised Grant, 
“T found so many Jews & Speculators here 
trading in cotton...that I have felt myself 
bound to stop it.” In all likelihood, Sher- 
man had no idea which traders might have 
been Jewish. His phraseology suggests that 
he axiomatically associated the two. 

Antisemitic stereotypes were as com- 
monplace in the military as they were in 
civilian life. At least four other Union 
generals explicitly blamed Jews for the 
cotton trade, and a distinguished Illinois 
colonel reportedly expelled “a dozen Jew- 
ish cotton buyers” for dealing in southern 
money. Who knows how many of them 
actually were gentiles? 

Jews had been a microscopic portion 
of the US population until the 1850s, a 
period when European immigration (gen- 
tile as well as Jewish) increased sharply. By 
1860, America had approximately 150,000 
Jews (roughly half of 1% of the popula- 
tion). They were concentrated in cities, 
and many were engaged in commerce. 
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to Abraham Lincoln protesting 


General Grant's order expelling Jews from the military, January 5, 1863. 


Although 10,000 Jews fought in the Civil 
War, seven of 10 for the Union, prej- 
udice was widespread, and resentment 
of speculators fused into antisemitism 
on both sides of the Mason-Dixon Line. 
Many Jewish émigrés who had settled 
in the antebellum South claimed, previ- 
ously, that they had been received more 
hospitably than their northern cousins. 
At very least, their whiteness placed them 
on the favored side of the race line. More- 
over, merchants were in scarcer supply 
and, therefore, welcomed. However, as the 
war went on, shortages and higher prices 
awakened the same antisemitic tropes as 
in the North. The Richmond Examiner 
evidenced an offhand antisemitism in its 
casual observation that “native Southern 
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merchants have outdone Yankees and 
Jews” with “the lust of extortion.” 

John Beauchamp Jones, the Confederate 
War Department clerk, frequently blamed 
unnamed Jews for supposedly rapacious 
commercial practices. The most troubling 
expression of antisemitism occurred in 
December, when General Grant, who was 
wintering in Holly Springs, Mississippi, in 
preparation for an assault on Vicksburg, 
and had become incensed at the per- 
sistence of black-market trading, issued 
General Orders No. 11, banishing Jews 
from his military department, a vast area 
consisting of parts of Tennessee, Kentucky 
and Mississippi. Lincoln revoked this prej- 
udicial order two weeks later. Afterward, 
Grant seemed to regret having issued it; 
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Harper's Weekly illustration of trading behind the lines during the Civil War. Original caption: “The levee at Memphis, Tenn.— 
Hauling sugar and cotton from their hiding places for shipment north.’ Sketched by Alex Simplot, 1862. 


as President he went to great lengths to 
appoint Jews to his administration. 

The trade across lines was most flagrant 
in New Orleans. Beginning in May 1862, 
the city was placed under the command 
of a military governor, General Benja- 
min Butler. A Massachusetts politician 
with significant textile investments, Butler 
reaped large profits through the sale of 
heavy cloth to the army. Chase, who was 
hoping that Louisiana could be reinte- 
grated into the Union in time to support a 
presidential bid in 1864, cultivated Butler 
as a politically useful ally. 

Soon after Butler arrived in New Orleans, 
Chase revealed his desire for “Louisian- 
ans to make haste back the Union.” The 
Treasury Secretary was also receiving pri- 
vate reports on the outlook for building a 
Republican Party in Louisiana loyal to him. 
In July, he sent Butler his most indiscreet 
note, in which he urged the general to go 
beyond Lincoln’s policy on slavery. “If some 
prudential considerations did not forbid 
I should at once, if I were in your place, 
respectfully notify the slaveholders of Loui- 
siana that henceforth they must be content 
to pay their laborers wages,” Chase advised. 
But of course, a “prudential consideration” 
did exist. Chase was advising Butler to 
interfere with slavery policy—the very step 
previously taken by General David Hunter 
and countermanded by Lincoln. In other 
words, the Treasury Secretary was urging 
a general to defy his Commander in Chief. 


Lest there be any doubt, Chase added, “It 
is plain enough now that the annulling of 
Hunter’s order was a mistake.” 

Butler improved the civil administration 
in New Orleans and cleaned the streets. 
But he failed to grasp that profiteering was 
undermining his administration. Under 
his watch, trading with the enemy reached 
epidemic proportions, as Treasury agents 
and others fanned out along Mississippi 
River tributaries in search of cotton. In 
many cases, cotton was purchased with 
salt—a forbidden currency for which the 
South was desperate. A Treasury agent and 
distant Chase relative, George S. Denison, 
who effectively served as Chase’s spy, sent 
a stream of letters warning that trade in 
New Orleans, fully sanctioned by Butler, 
was aiding the rebels. 

By the fall, Denison was reporting that 
the Union had sent at least 5,000 sacks of 
salt to the Rebel army and that the trade 
was demoralizing honest soldiers. “Many 
officers and soldiers,” he reported, “want 
to go home, not wishing to risk their lives 
to make fortunes for others.” 

Butler tried to shift the blame to the usual 
suspects. When traders were apprehended 
for smuggling, he commented contemptu- 
ously, “They are Jews who betrayed their 
Savior, & also have betrayed us.” In fact, 
the worst offender was a gentile—one Colo- 
nel Andrew Jackson Butler. As Denison 
informed Chase with alarm, “Col. Butler is 
a brother of Gen’. Butler and came out with 


the army, and immediately commenced 
doing business. He is not in government 
employ. He is here for the sole purpose of 
making money, and it is stated by secession- 
ists—and by some Union men—that he has 
made half a million dollars.” 

Although Chase had heard disquieting 
reports about Butler since June, he seemed 
willfully oblivious to their implications. 
Denison, though, kept hammering away. In 
October 1862, he warned Chase of Butler’s 
extreme tolerance in granting permits and 
endorsing military passes. Denison noted 
that eight or nine riverboats under military 
authority had been carrying on a “con- 
stant” trade and that “large quantities of 
salt crossed Lake Pontchartrain to rebels.” 
In the blunt words of a Rebel officer, the 
Yankees “will do anything for money.” $ 
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By Benjamin M. Friedman 


WHERE DO OUR IDEAS about how the 
economy works, and our views on eco- 
nomic policy, come from? Most people 
in the Western world, and especially in 
America, simply take for granted that 
we organize one of the most essential 
aspects of human activity—the economic 
sphere—primarily around private ini- 
tiative channeled through markets. But 
where did that presumption come from? 
And why do so many people, again espe- 
cially Americans, often see any challenge 


The Protestant Reformers painting, 
circa 1700-1750, modeled after the 
engraving series titled “The Candle is 
Lighted, We Cannot Blow Out” 


to our market-centered conduct of eco- 
nomic affairs as a fundamental threat to 


our way of life? 

The economist John Maynard Keynes 
famously suggested that the thinking of 
even the most practically minded people, 
who believe they are exempt from any 
influence from the world of ideas, is none- 
theless the product of what economists 
and other academic thinkers said some 
time before. This may be true, but if so 
it merely raises a further question: where 
did the economists’ ideas come from? 
The European historian Fritz Stern once 
reflected that why historians think as they 
do may be just as important as what they 
think. Why economists think as they do 
matters as well. 

Our ideas about economics and eco- 
nomic policy have long-standing roots in 
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religious thinking. Most are unaware of 
how religious ideas shape our economic 
thinking, and when such links are occa- 
sionally suggested they are mostly misun- 
derstood. But religion—not just the daily or 
annual cycle of ritual observances, but the 
inner belief structure that forms an essen- 
tial part of people’s view of the world in 
which they live—has shaped human think- 
ing since before there were written words 
to record it. The influence of religious 
beliefs on modern Western economics has 
been profound, and it remains important 
today. Critics of today’s economics some- 
times complain that belief in free markets, 
among economists and many ordinary citi- 
zens too, is itself a form of religion. It turns 
out that there is something to the idea: not 
in the way the critics mean, but in a deeper, 
more historically grounded sense. 





Adam Smith (left) and his good friend David Hume (right)—two of the creators of modern economics—were not religious men, 
but they lived at a time when religion was so pervasive that it influenced their economic thought and ideas. 


But the point is more than just a mat- 
ter of the history of ideas. The influ- 
ence of religious thinking also bears on 
how Americans today, along with citizens 
of other Western countries, think about 
many of the most highly contested eco- 
nomic policy issues of our time. This 
connection between people’s economic 
views and religious beliefs—often includ- 
ing religious beliefs that they do not 
personally hold—stems from before the 
creation of the American republic, and it 
runs to the core of how economics came 
to be the line of thinking we know today. 
It also helps explain what we often view as 
the puzzling behavior of many of our fel- 
low citizens whose attitudes toward ques- 
tions of economic policy seem sharply at 
odds with what would be to their own 
economic benefit. 


The foundational transition in thinking 
about what we now call economics—the 
transition that we rightly associate with 
Adam Smith and his contemporaries in 
the 18th century—was importantly shaped 
by what were then new and vigorously 
contended lines of religious thought 
within the English-speaking Protestant 
world. The resulting influence of religious 
thinking on modern economic thinking, 
right from its origins, established reso- 
nances that then persisted, albeit in evolv- 
ing form as the economic context changed, 
the questions economists asked shifted 
and the analytical tools at their disposal 
expanded, right through the 2oth century. 
Although for the most part we are not 
consciously aware of them—this is why 
their consequences seem puzzling when- 
ever we stumble across them—especially 


in America these lasting resonances with 
religious thinking continue to shape our 
current-day discussion of economic issues 
and our public debate over questions of 
economic policy. 

The idea of a central influence of reli- 
gion on Smith’s thinking, or on that of 
many of his contemporaries, will ini- 
tially strike many knowledgeable readers 
as implausible on its face. Smith’s great 
friend David Hume, who also played a key 
role in the creation of modern economics, 
was an avowed skeptic and an outspoken 
opponent of organized religion; Hume 
notoriously referred to Church of England 
bishops as “Retainers to Superstition.” 
Smith, as far as we can tell, was at best a 
deist of the kind Americans identify with 
Thomas Jefferson. There is little evidence 
of Smith’s active religious participation, 
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Economist John Maynard Keynes famously 
suggested that the thinking of even the most 
practically minded people is the product of 
what other thinkers said some time before. 


much less religious enthusiasm. My argu- 
ment is most certainly not that these were 
religiously dedicated men who self-con- 
sciously brought their theological commit- 
ments to bear on their economic thinking. 

Rather, the creators of modern eco- 
nomics lived at a time when religion 
was both more pervasive and more cen- 
tral than anything we know in today’s 
Western world. And, crucially, intellectual 
life was more integrated then. Not only 
were the sciences and humanities (to use 
today’s vocabulary) normally discussed in 
the same circles, and mostly by the same 
individuals, but theology too was part 
of the ongoing discussion. Part of what 
Smith taught, as a professor of moral phi- 
losophy at the University of Glasgow, was 
natural theology. He and his colleagues 
and friends were continually exposed to 
what were then fresh debates about new 
lines of theological thinking. I argue that 
what they heard and read and discussed 
influenced the economics they produced, 
just as the ideas of today’s economists 
are visibly shaped by what we learn from 
physics, or biology or demography. 

This idea importantly changes our view 
of the historical process by which the 
Western world arrived at today’s econom- 
ics. The conventional account is that the 


Max Weber claimed that Calvinist religion 
was historically a spur to forms of personal 
behavior that gave rise to modern capitalism. 


line of thinking we know today as eco- 
nomics was a product of the Enlighten- 
ment: more specifically, that the Smithian 
revolution and the subsequent develop- 
ment of economics as an intellectual dis- 
cipline were part of the process of secular 
modernization in the sense of a historic 
turn from thinking in terms of a God- 
centered universe toward what we now 
broadly call humanism. Nicholas Phil- 
lipson, in his prize-winning biography of 
Adam Smith, referred to one statement 
of Smith’s as a reminder that not just The 
Wealth of Nations but Smith’s entire proj- 
ect for a modern science of man was “built 
on the foundations of the Enlightenment’s 
quintessential assault on religion.” Phil- 
lipson was merely stating the commonly 
accepted view. 

As a matter of what Smith and his 
contemporaries consciously intended, it 
is accurate enough. But explanations of 
important developments that rely simply 
on the conscious intentions of the actors 
involved are necessarily limited. As the 
American historian Gordon Wood put it, 
people are often not so much the manipu- 
lators but the victims of their ideas. Even 
cultural influences that seem obvious 
from the perspective of decades or, better 
yet, centuries later were often invisible to 
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Historian R.H. Tawney wrote the 1926 
book Religion and the Rise of Capitalism 
in response to Weber's classic work, The 
Protestant Ethic and the Spirit of Capitalism. 


those whose ideas they crucially shaped. 

Realizing that the Smithian revolution 
partly grew out of new ideas in theology, 
and that the religious debates of that day 
shaped it—not because that is what Smith 
and the other creators of modern econom- 
ics intended, but because the theologi- 
cal debates of their time fundamentally 
altered how they thought about human 
nature and the underpinnings of everyday 
human interaction—puts a different gloss 
on the matter. So does understanding the 
ways in which the evolution of economic 
thinking during the two-plus centuries 
since has continued to reflect this initial 
religious influence. So too does recogniz- 
ing the consequences of this deep intel- 
lectual connection for our current-day 
policy debate. 

Taking account of this from-the-bot- 
tom-up connection between economic 
thinking and key strands of religious 
thinking—the theological questions under 
so much dispute during Smith’s time— 
helps explain a wide variety of puzzling 
phenomena, now and in the past: Why 
do so many Americans who have only 
the remotest prospect of ever making 
their way into the top income tax bracket 
nonetheless favor keeping the tax rate on 
top-bracket incomes low? More startling 





yet, why do so many Americans who 
have no chance whatever of inheriting 
money from a taxable estate passionately 
advocate abolishing “death taxes”? And 
is it merely a coincidence that these anti- 
tax crusaders, along with opponents of 
government regulation of business, and 
the countless lower-income supporters of 
benefits for corporations for which they 
do not work (and whose stock they do 
not own), disproportionately belong to 
the nation’s increasingly influential evan- 
gelical churches? Nor is the present-day 
relevance of this historical influence of 
religious thinking on economic thinking 
limited to the United States: Why is there, 
today, an “Anglo-Saxon model” of how to 
organize an economy and run a country’s 
economic policy? And why do so many 
people, in countries otherwise very similar 
to ours, reject it? 

Nearly 100 years ago the English his- 
torian R.H. Tawney published a book 
with the same title as this article (and the 
book from which it is excerpted). Both 
the setting and the argument were dif- 
ferent. Tawney’s book was a response, in 
part a rebuttal, to Max Weber’s classic 
work, The Protestant Ethic and the Spirit 
of Capitalism. Weber had claimed that 
Calvinist religion—specifically, the belief 
that whether or not individual men and 
women are saved is a matter determined 
before they are even born, and over which 
they have no control—was historically a 
spur to forms of personal behavior that 
gave rise to modern capitalism. Moreover, 
Weber argued, this influence of belief in 
predestination persisted long after most 
people had ceased to hold it: indeed, long 
enough for most people to forget that 
such a belief had ever influenced their 
parents’ or grandparents’ behavior in the 
first place. 

My argument shares some strands of 
that long-ago controversy—the powerful 
influence of religion, and the continu- 
ing force of this influence even after the 
driving religious beliefs have faded—but 
in substance it is more nearly Weber 
upside down. The primary focus is not on 


economic behavior, but thinking about 
economics. Even more different, the cre- 
ators of modern economics lived not dur- 
ing the time Weber emphasized (whether 
his view of the matter was right or wrong), 
but a century and more later when belief in 
predestination was in retreat among Eng- 
lish-speaking Protestants. What opened 
the way for the early economists’ insight 
into the beneficial consequences of indi- 
vidually motivated initiative carried out 
in competitive markets was the expanded 
vision of the human character and its 
possibilities that the movement away 
from predestinarian Calvinism fostered. 
Further, this benign sense of our human 
potential, enabled by the historic transition 
in religious thinking that first preceded 
and then accompanied it, has continued to 
influence the trajectory of modern West- 
ern economic thinking ever since. 
Understanding the historical connec- 
tion between religious thinking and the 
economic thinking that is ours, and that 
shapes the world in which we live today, 
helps to explain not only how econom- 
ics came to be what it is but also aspects 
of our current economic policy debate 
that are otherwise difficult to fathom, 
including especially questions that revolve 
around the efficacy and appropriate role 
of markets and, in parallel, the appropriate 
role of government in our society. We may 
not be aware of the religious influences 
that mold our economic views, but they 
are at work nonetheless, and our future 
economic trajectory depends on them. 
As the work of another great American 
historian, Bernard Bailyn, demonstrated, 
not only do ideas matter for events; often 
ideas operate over the heads of the par- 
ticipants, guiding both their thinking and 
their choices in ways they cannot foresee 
and that we cannot otherwise explain. 
The influence on economics of certain 
strands of religious thinking—the affinity 
to some ideas, the instinctive dislike of 
others, at the broadest level simply our way 
of looking at the world of which markets 
and incentives and economic behavior are 
an essential part—turns out to be quite 


understandable in historical perspective. 
Our confidence in the outcome of individ- 
ual striving for self-improvement, played 
out primarily in the economic sphere; 
the respect we attach to economic self- 
improvement as an expression of politi- 
cal liberty; the commitment to economic 
development on the national and even 
world scale, both on material grounds and 
because we assume economic progress 
leads to moral progress as well; above 
all, the belief in the efficacy of the mar- 
ket mechanism as a way to harness our 
individual economic energies for our own 
good and that of others too—all are reflec- 
tions of an influence of religious thinking 
that is both historical and ongoing. This 
influence of religious thinking pervades 
the way in which ordinary citizens today 
think about economic questions. And 
because over time it has become particu- 
larly American, it also affects how the rest 
of the world sees our country and sees us. 

Economics as we know it is still a young 
science. The influence of religious think- 
ing was present at its creation. $ 
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By Michael A. Martorelli 


In 1983, the Washington Public Power 
Supply System (WPPSS, ominously pro- 
nounced “Whoops”) defaulted on $2.25 bil- 
lion worth of municipal bonds it had issued 
on behalf of 88 regional utilities to finance 
the construction of two nuclear power 
plants. This state-sanctioned consortium 
of municipally owned utilities survived 
that episode. Under the new name Energy 
Northwest, it continues to provide electric- 
ity to more than 1.5 million customers in 
the State of Washington. And yet, the story 
of that municipal corporation’s ill-fated 
expansion program in the late 1970s still 
looms as a cautionary tale for utility com- 
pany executives, municipal bond under- 
writers and local political leaders. 


The Prelude 


In the Pacific Northwest, governmen- 
tal control of both the generation and 
transmission of electric power reveals a 
popular social policy dating back to the 
19308. In 1937, Congress established the 
Bonneville Power Administration (BPA) 
and authorized it to market the output 
of hydroelectric power-producing dams 
on the Columbia River. In the late 1960s, 
the federally owned Bonneville and Grand 
Coulee Dams remained the region’s 
prime suppliers of electricity. Business 
analysts expected the recent pattern of 
solid economic growth to continue across 
the Pacific Northwest well into the 1970s 
and 1980s. Officials at both the BPA and 
the trade group Pacific Northwest Utili- 
ties Conference Committee (PNUCC) 
believed the concomitant increases in the 
demand for power would outstrip the abil- 
ity of the region’s hydroelectric sources to 
satisfy those requirements. 

In January 1969, the BPA published A 
Ten-Year Hydro-Thermal Power Program 
for the Pacific Northwest, which described 
the need to construct 20 1,000-megawatt 
nuclear power plants to provide the energy 
the region would require through the year 
1990. Unlike the Tennessee Valley Author- 
ity profiled in Financial History’s Winter 


Aerial photograph showing the locations 
of WNP-2 (left), WNP-1 (bottom right) and 
WNP-4 (top right), June 2009. 


2022 issue, the BPA was not authorized 
to construct or operate power plants, only 
to market their power. While more than 
140 utilities operated within the region, 
none appeared large enough or interested 
enough to tackle a large nuclear project. 
Enter the Washington Public Power 
Supply System (WPPSS). This group of 
19 public utility districts (PUDs) was 
formed in 1956 to ensure that public enti- 
ties retained control of the region’s elec- 
tric power. PUDs themselves dated back 
to the late 1930s. They were instrumen- 
tal in keeping the investor-owned utility 
industry from becoming as dominant in 
the Pacific Northwest as it became in 
most other sections of the country. In 
1966, 110 consumer-owned utilities and 
cooperatives within BPA’s service area 
formed the Public Power Council (PPC), 
a voluntary planning agency intent on 
acting as another countervailing force to 
the investor-owned utilities in the region. 
In 1963, WPPSS financed and built a 
400-megawatt power plant near a pluto- 
nium-producing reactor on the Hanford 
Nuclear Reservation. Given that experience, 
in 1967 Managing Director Owen Hurd pro- 
posed the WPPSS build a 1,000-megawatt 
nuclear power plant, also on the Hanford 
Reservation. In 1969, he extended that offer 
with a commitment to the BPA to build the 
first three nuclear power plants called for in 
the Ten-Year Program. It took time to work 
out the details of the complicated agreement 
involving the BPA, the WPPSS, the Atomic 
Energy Commission (AEC), local govern- 
ment officials and the region’s energy con- 
sumers. Finally, in June 1973 WPPSS sold its 
first municipal bond issue of $150 million to 
support its work on this project. 
Constructing the “Washington Nuclear 
Projects” power plants labeled WNP-1, 
2 and 3 proved to be more difficult and 
complicated than anyone at WPPSS imag- 
ined. Many of the problems related to 
choices made by the Supply System, ice., 
using different architectural-engineering 
firms, different suppliers of the distinct 
types of reactors it chose to build and 
different construction management firms 
it charged with using “fast track” proce- 
dures to complete such inherently compli- 
cated projects in record time. The projects 
were also plagued by weather delays, labor 
strikes, regulatory changes, equipment 
failures and other problems. Moreover, 
the WPPSS itself did not have the project 


management infrastructure, experience or 
expertise to deal effectively with even the 
smallest disruptions to its plans. 

Within a couple of years, the estimated 
costs of each project doubled and the time 
to their expected completions increased 
by more than a year. Due to the use of an 
unusual financing mechanism known as 
“net billing” however, WPPSS did not suffer 
the economic consequences one would have 
expected such problems to produce. The 
excess costs were borne by the participating 
utilities’ customers and the BPA itself. The 
customers paid with unusually large rate 
increases several years in a row. The BPA 
paid by both 1) accepting the responsibility 
for repaying the interest and principal on 
more than $6 billion worth of municipal 
bonds WPPSS would float to finance the 
projects and 2) agreeing to pay off those 
debts even if the power plants were never 
completed or never produced electricity. A 
1972 Internal Revenue Service ruling ended 
net billing by denying tax-exempt status to 
bonds sold to finance a power plant whose 
output was to be sold through an agency 
such as the BPA. The WPPSS bonds’ tax- 
exempt status was grandfathered. But its 
leadership knew it would not enjoy the 
federal government backstop for any bonds 
it issued to finance what would be called 
Phase II of the Ten-Year Program. 


The Saga of WNP-4 and WNP-5 


In December 1973, the BPA and its utility 
customers agreed on the need to continue 
building new power plants in accordance 
with the Ten-Year Program. At that time, 
few were aware of the aforementioned 
design and construction difficulties of 
WNP-1, 2 and 3. So it was not a surprise 
when in mid-1974 the Board of WPPSS 
voted to accept the PPC’s invitation to 
build WNP-4 and 5. Based on its record, 
the Board was confident it could finance 
the projects with additional sales of tax- 
exempt municipal bonds. Without net 
billing and the BPA backstop, however, 
WPPSS asked the BPA’s utility customers 
to help secure the estimated $2.25 billion 
it would cost to build WNP-4 and 5. It 
asked them to sign what it called a Par- 
ticipant’s Agreement that would commit 
them to investing in the capability of the 
plants and to paying their proportion- 
ate share of the system’s bond debts if 
WNP-4 or 5 were never completed or 
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Artist's concept of the Washington Public Power Supply System's 1,100 megawatt nuclear power plant, Hanford Number Two. 


never produced electricity. Many utilities 
balked at doing so. Even without those 
commitments, in August 1974 the WPPSS 
sold $15 million worth of short-term notes 
and began doing the preliminary work on 
the projects. 

Throughout the next two years, it 
seemed that neither BPA Administra- 
tor Donald Hodel nor WPPSS Manag- 
ing Director J.J. Stein shared the public’s 
growing concerns about the need for, 
cost or environmental problems associ- 
ated with nuclear power plants. In June 
1976, Hodel warned the region’s utilities 
that by mid-1983 the BPA might not be 
able to meet their individual requirements 
for power if they did not participate in 
WNP-4 and 5. Some still refused to sign a 
Participant’s Agreement until they could 
more definitively ascertain their likely 
proportion of the power plants’ output 
and, thus, their potential financial liability 
in the event of their failure to be com- 
pleted or produce electricity. But within a 
month, 88 utilities and cooperatives from 
six states across the Pacific Northwest had 
signed on to the projects. 

In February 1977, WPPSS floated a 


$150 million bond issue to accelerate con- 
struction of WNP-4 and 5. During the 
next four years, it conducted 14 more 
bond sales, raising to that point the entire 
$2.25 billion expected cost of the proj- 
ects. Most analyses of WPPSS’s failure to 
complete WNP-4 and 5 identify serious 
problems with the information presented 
to the investors buying those securities. 
The bonds’ offering statements consis- 
tently published overstated estimates of 
the Pacific Northwest region’s demand 
for power and understated estimates of 
the projects’ costs. Further, they did not 
reflect certain significant facts and situ- 
ations that could have had a negative 
impact on the sale of the bonds. 

The forecasts of demand were greatly 
overstated. As noted earlier, WPPSS 
committed to building WNP-4 and 5 in 
1974 in order to help meet the expected 
demand for power described in the BPA’s 
Ten-Year Thermal Program. The PNUCC 
created those forecasts. In doing so, that 
trade group of the region’s utilities did not 
conduct any rigorous type of econometric 
modeling. Indeed, all it did was rather 
naively collect and report the individual 
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forecasts of more than 115 customers of 
the BPA. In 1974, PNUCC forecasted aver- 
age power requirements for the region in 
1981-1982 of 19,199 megawatts. In 1977, 
it reduced that forecast to 17,789 mega- 
watts. In 1981, it released another updated 
forecast of 16,105 megawatts. Subsequent 
analysis showed that the actual usage for 
1981-1982 was 15,105 megawatts. Thus, 
PNUCC’s initial estimate exceeded actual 
usage by more than 4,000 megawatts, sug- 
gesting that the construction of WNP-4 
and 5 might not have been necessary had 
its forecasts of the region’s power needs 
been more rigorously determined. 

The estimates of construction costs 
were greatly understated. In 1975, 
WPPSS’s management published a budget 
showing the estimated costs of building 
WNP-4 and 5 at $2.25 billion. Before the 
system floated its first bond issue, how- 
ever, management raised that estimate 
to $3.56 billion. As had been the case 
with WNP-1 through 3, management’s 
inexperience in overseeing large, complex 
projects was behind many cost overruns 
and construction delays. They admitted 
to purposely keeping the cost estimates 
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“tight but attainable.” Yet, they were 
reluctant to adjust the budgets to account 
for certain tangible events that guaranteed 
higher costs and/or construction delays, 
e.g., the breakdown of a specific piece of 
equipment that required both the added 
cost and the time delay of replacing it. 

It is apparent that outside events also 
affected the costs and progress of con- 
struction. The WPPSS staff told a United 
States Senate Committee examining the 
budget problems that changing regula- 
tory requirements in a world dealing with 
the near disaster at Three Mile Island and 
problems at other nuclear power plants 
throughout the country accounted for 
50% of the projects’ cost overruns in their 
first four years. The rising interest rate 
environment was yet another problem. In 
February 1977, the WPPSS paid a rate of 


5.93% on its tax-exempt bonds. Because 
rates rose steadily during the next several 
years, it had to pay 11.77% for the issue it 
floated in March 1981. 

Some troubling concerns were not 
addressed. The investors considering the 
municipal bonds WPPSS issued from Feb- 
ruary 1977 to March 1981 had access to 
only incomplete information about power 
needs, cost estimates and state-of-con- 
struction updates. Then-existing disclosure 
requirements for the bonds’ offering docu- 
ments did not obligate the underwriters or 
their counsel to validate the reasonableness 
of PNUCC’s estimates or the accuracy of 
the WPPSS’s cost calculations. Nor did 
they require them to insist on the inclu- 
sion of some outside consultants’ concerns 
about certain factors that could negatively 
affect the projects. Two specific issues were 





not fully examined: 1) only 72 of the 88 util- 
ity participants had signed a Participant’s 
Agreement, and 2) no legal authority had 
opined on the legitimacy of that agreement. 

In May 1981, the problems described 
caught up with WPPSS. The relatively 
new Managing Director Robert Ferguson 
was forced to cancel a proposed $200 mil- 
lion bond sale. After he released a new 
estimate that it would cost almost $12 bil- 
lion to complete WNP-4 and 5, he found 
it necessary to urge the Board to impose 
a construction moratorium. In January 
1982, WPPSS terminated the projects; 
WNP-4 was 24% complete, WNP-5 was 
16% complete. 

As noted earlier, many of the region’s 
utilities were implementing meaningful 
rate increases from the BPA to cover 
the higher-than-anticipated expenses of 
building WNP-1, 2 and 3. Now they were 
facing the much larger expenses of pay- 
ing their share of the interest ($5 billion) 
and principal ($2.25 billion) on the bonds 
sold to finance WNP-4 and 5. They tried 
unsuccessfully to convince the region’s 
non-participating utilities, the BPA’s 
industrial customers and the BPA itself to 
share that burden. 

In May 1982 Chemical Bank, acting as 
trustee for the WNP-4 and 5 bondhold- 
ers, sued the utilities that had signed the 
Participant's Agreement to force them to 
begin fulfilling their interest and princi- 
pal obligations on schedule, ie., one year 
after the January termination dates. Six 
months later, a trial court upheld those 
agreements and set July 1983 as the date 
of the utilities’ first payment of interest to 
the bondholders. However, in June 1983 
the Washington Supreme Court ruled 
that the public utility districts and electric 
cooperatives in that state did not have the 
statutory authority to enter those Par- 
ticipant’s Agreements. Further, it ruled 
that the Agreement did not obligate any 
signer to purchase electricity, but to com- 
mit to buying a power plant’s capability. 
It committed the signer to guaranteeing a 
revenue bond for a facility that the utility 
did not own. And it did not impose a duty 
to pay for a terminated project. 

In August, the participating utilities 
refused to forward the funds for the semi- 
annual interest payments on the WNP-4 
and 5 bonds to WPPSS, causing the con- 
sortium to announce what at the time was 
the largest municipal bond default in the 
country’s history. 
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Plume from the nuclear power plant on Hanford Reservation, 2006. 


After the Default 


Immediately following the default, Chem- 
ical Bank and various other parties filed 
lawsuits in four states against the par- 
ticipating utilities, WPPSS, the BPA, engi- 
neering firms, energy forecasters and bond 
underwriters and their counsel. Their 
accusations included misrepresentation, 
mismanagement, incompetence, fraud, 
coercion and deceit; they sought financial 
damages of more than $7 billion. Within a 
month, a federal Judicial Panel on Mullti- 
district Litigation combined 29 applicable 
actions into one labeled MDL 551. 

While that class action moved through 
the court system, the WPPSS itself contin- 
ued to operate. The mid-1981 press release 
disclosing the $12 billion estimate to com- 
plete WNP-4 and 5 also noted the need to 
spend another $12 billion to finish WNP-1 
through 3. Each of those plants had also 
been running over budget and behind 
schedule. Since 1979, BPA had been rais- 
ing its rates to cover the cost overruns and 
delays. Thanks to that financing backstop, 
the WPPSS was able to continue selling 
bonds to support those projects. In Sep- 
tember 1981 and February 1982, it floated 
issues of $750 million and $850 million, 
respectively, paying interest rates in excess 
of 15.4%. 

In April 1982, the continuing need to 
raise as much as another $3 billion finally 
convinced WPPSS and the BPA to stop 


construction of WNP-1 when it was 63% 
complete. Independent utilities that owned 
30% of WNP-3 waited until July 1983 to stop 
work on that project, when it was 76% com- 
plete. BPA itself decided to continue work- 
ing on WNP-2, which it opened success- 
fully in 1984. By that time, the WPPSS had 
formally terminated the other four plants 
that had been important parts of the 1969 
Ten-Year Program. It had certainly become 
clear that the region was not going to need 
those plants for at least the next 15 years. 
MDL 551 made its way through the 
court system in a slow and deliberate 
manner. The process of exchanging dis- 
covery materials, taking depositions, list- 
ing witnesses, negotiating pre-trial settle- 
ments worth $107 million and arranging 
for a change of venue from Washington 
to Arizona took more than five years. In 
December 1988, following a trial of only 
two months, the last remaining defen- 
dants agreed to settlements that brought 
the total to be paid to the bondholders to 
$750 million. Judge William Browning’s 
September 1989 Opinion and Order listed 
the payments to be made by the BPA, 
dozens of PUDs and electric cooperatives, 
and a number of municipalities, consul- 
tants, advisors and individuals. That order 
did not require WPPSS to make any pay- 
ments. Indeed, despite the travails that 
organization had endured, and as noted 
at the outset, the company that renamed 
itself Energy Northwest did indeed survive 
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this episode of disastrous decision mak- 
ing. In time, WNP-2 became a key compo- 
nent of the company’s 21st century energy 
production. $ 


Michael A. Martorelli is a Director 
Emeritus at Fairmount Partners and a 
frequent contributor to Financial His- 
tory. He earned his MA in History from 
American Military University. 
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By Eric Brothers 


THE COINS THAT NUMISMATISTS CHERISH 
today are the result of the restless intellect 
and tireless efforts of Treasury Secretary 
Alexander Hamilton (1757-1804). He sin- 
gle-handedly embarked upon a financial 
revolution that has greatly influenced the 
US economy to this very day. An integral 
element of that revolution was his “Report 


Artist's rendering of the first US Mint in 
Philadelphia. Inset: Painting of Alexander 
Hamilton by Charles Shirreff, circa 1790, 
around the time he was working on his 
“Report on the Establishment of a Mint” 


Forging 
_the Us ital 


on the Establishment of a Mint” (hereafter 
‘the Report’), submitted to Congress on 
January 28, 1791, which served as the blue- 
print for the forging of the US Mint. In 
essence, his words—his rhetoric—became 
brick and mortar, offices and machinery, 
officers, engravers and workers. 


Early Plans for US Coinage 


Financier Robert Morris put forth in Con- 
gress a plan for coinage and a mint in 1782, 
though the specifics were formulated by his 
assistant, Gouverneur Morris. Their plan 
averaged the currency of 12 states into a 
unit valued at 1/1440th of the Spanish dollar 
and included coins in the denomination of 





> - 
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5, 8, 100, 500 and 1,000 units. In response 
to Morris, Thomas Jefferson authored 
his “Notes on Coinage” in 1784. Employ- 
ing straightforward language, Jefferson 
methodically presented the practicality of 
a decimal coinage, described the flaws in 
Morris’s plan and made suggestions that he 
hoped would quicken the process of creat- 
ing a national mint. However, it was not 
until April 15, 1790, that Congress requested 
Secretary Hamilton prepare a formal plan 
for establishing a national mint. 


Hamilton's Report 


Hamilton’s Report was an ambitious under- 
taking. In his introduction, he presented 
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the myriad complexities involved in con- 
ceiving and developing a national mint 
from scratch. He wrote: 


A plan for an establishment of this 
nature involves a great variety of 
considerations.... The general state 
of Debtor and Creditor; all of the 
relations and consequences of price; 
the essential interests of trade and 
industry; the value of all property; the 
whole income both of the State and 
of individuals are liable to be sensibly 
influenced, beneficially, or otherwise, 
by the judicious, or injudicious regu- 
lation of this interesting topic. 


The Report is a verbose, complex work 
that is essentially a lecture that was writ- 
ten down. Hamilton proposed a question, 
vis-a-vis the existing monetary system in 
the United States, “whether it may not 
be most advisable to leave things, in this 
respect, in the state in which they are. Why 
might it be asked...should alterations be 
attempted, the precise effect of which can- 
not with certainty be calculated?” 

Answering his own question, Hamilton 
cited “immense disorders” that were ever- 
present in the contemporary American 
economy, including the debasement and 
depreciation of the dollar to the tune of 
5%, which lowered the value of all prop- 
erty. And since much of the circulating 
specie of the day was foreign, states the 
Report, “Nor can it require argument to 
prove, that a nation ought not to suffer 
the value of the property of its citizens to 
fluctuate with the fluctuations of a foreign 
Mint, and to change with the changes in 
the regulations of a foreign sovereign.” 

The Report also discusses the “unequal 
values allowed in different parts of the 
Union to coins of the same intrinsic 
worth...”—coinage of different denomi- 
nations and values produced in the 13 
individual states under the Articles of 
Confederation. Such a confusing situation 
would be remedied by the establishment 
of a “national coinage.” 

The Secretary discussed challenges 
inherent in forging a national mint, 
concluding, “the difficulty of devising a 
proper establishment ought not to deter 
from undertaking so necessary a work.” 
He then presented an outline in the form 
of a series of questions, the answers to 
which would result in the framework of 
the US Mint. He first discussed the unit 
of account. 





A 1774-JR Carlos Ill 8 Reales minted in Bolivia. Coins such as this circulated 
heavily in America, where they were called Spanish dollar or “piece of eight’ 
Hamilton modeled the US silver dollar upon the Spanish 8 Reales. 


The US Unit of Account 


Hamilton determined that the national 
unit of account would be called the “dol- 
lar” and that, following earlier sugges- 
tions by Jefferson and others, it would 
be expressed in decimal units instead of 
goths, as in Pennsylvania, or in eighths, as 
in New York. 

Prior to passage of the Mint Act, no 
national unit of account existed. Each col- 
ony and later state had its own duodecimal 
unit of account called “pounds,” each of 
which were divided into 20 shillings (s.). 
Each shilling, in turn, was divided into 12 
pence (d.). Each colonial or state pound 
was rated in terms of the Spanish silver 
dollar or “piece of eight.” On the eve of the 
Revolution, a full weight Spanish dollar 
was valued as 6s. in New England, 8s. in 
New York (hence eighths or 12.5 cents), 7s. 
6d. in Pennsylvania (hence 90 pence per 
dollar) and 32s. 6d. in Charleston. 

Media of exchange in the colonies and 
new states included full-bodied Span- 
ish, Portuguese, French and British spe- 
cie coins, commodity monies like tobacco 
warehouse receipts in Virginia and “coun- 
try pay” (goods, services and food products 
rated in terms of the local unit of account). 
Individual states also issued paper “bills of 
credit” in convenient denominations that 
often were legal tender in payment of debts. 

By selecting the decimalized dollar as 
the unit of account, Hamilton drew on 
something familiar, but also not tied to the 
nation’s British or colonial past. All that 
remained was to ascertain the precious 
metal content of the unit. 
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The Relative Valuation 
of Gold and Silver Coins 


Hamilton offered a strong argument for a 
gold standard as opposed to silver: “Per- 
haps if either were to be preferred, it ought 
to be gold rather than silver.” He continued: 


Gold may perhaps, in certain senses, 
be said to have greater stability than 
silver: As being of superior value, less 
liberties have been taken with it, in the 
Regulations of different countries. Its 
standard has remained more uniform, 
and it has in other respects undergone 
fewer changes: As being not so much 
an article of Merchandize, owing to 
the use made of silver in the trade 
with the East Indies and China, it is 
less liable to be influenced by circum- 
stances of Commercial demand. 


However, despite his personal preference 
for a gold standard, Hamilton concluded: 
“But upon the whole, it seems most advis- 
able, as has been observed, not to attach 
the unit exclusively to either of the Met- 
als; because this cannot be done effectively 
without destroying the office and character 
of one of them as money, and reducing it 
to the situation of a mere merchandize...” 

According to Richard Sylla and David J. 
Cowen in Alexander Hamilton on Finance, 
Credit, and Debt, the ratio between gold 
and silver was significant, for “Hamilton 
realized that if one of the precious metals 
was overvalued at a future US Mint vis-a- 
vis the other, it would dominate the actual 
circulating money supply because people 
rationally would import the overvalued 
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The 1785 Immune Columbia was part of a series of private or unofficial coins 
that circulated when Hamilton was writing his iconic numismatic document. 


metal and export the undervalued one...” 

Therefore, it was of utmost importance 
to accurately set the relative value of the 
two metals. Such a bimetallic standard 
had the potential to increase the overall 
money supply and make available a vari- 
ety of denominations needed for day-to- 
day commerce. The Report presents dif- 
ferent silver to gold ratios from European 
nations, considers the market value in 
America in 1791 and suggests a 15:1 ratio. 
As stated in the Coinage Act, “that is to 
say, every fifteen pounds weight of pure sil- 
ver shall be of equal value in all payments, 
with one pound weight of pure gold, and 
so in proportion as to any greater or less 
quantities of the respective medals.” In 
addition to specifying the ratio between 
the precious metals, Hamilton also had 
to specify their alloy content. 


The Proper Alloy Composition of Coins 


The Report states that according to the 
Congressional resolution of August 8, 
1786, the proportion of alloy, “is regulated 
at one twelfth, or in other words, at one 
part alloy to 11 parts fine, whether Gold or 
Silver...” The same ratio “coincides with 
the proportion, real or professed...” in the 
gold coinage of Portugal, England, France 
and Spain. The Report tells us that for the 
two former, “it is real...” The latter two 
nations, however, allow for “errors and 
imperfections...” 

Hamilton explained that the use of alloy 
was to save money in the production of 
coins. Additionally, it was purported to 
make them harder to protect against much 
“waste by friction or wearing.” However, 
the Report tells us that in reality “the more 


alloyed coins wear faster than purer.” The 
Treasury Secretary saw no reason to change 
the practice, though, taking as models the 
coins of “those nations with whom we have 
most intercourse, and whose coins are 
most prevalent in our circulation...Spain, 
Portugal, England and France.” 

The Report states that copper is the only 
alloy to be used in the production of silver 
coinage. The reason for “this union of Sil- 
ver and Copper” was that the silver coun- 
teracts the copper from changing the color 
and appearance of the coin; more copper 
would give it a redness or coppery tone. 
Conversely, the copper prevents the coin 
from looking too ghostly white, which is 
the appearance of unalloyed silver. The 
alloy for gold coins is different: a blend of 
silver and copper. He presented his recom- 
mendations, his “considerations, which 
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may render it prudent to establish by law, 
that the proportion of Silver to Copper in 
the Gold Coins...should not be more than 
¥% nor less than %...” He next tackled the 
expense of coining, whether cost should 
be covered by the public or taken from the 
precious metals themselves—or “whether 
coinage should be free or shall be subject 
to a duty or imposition?” 


The Cost the Mint Should Charge 
to Turn Bullion into Coins 


Hamilton stated that “practice of different 
Nations is dissimilar, in this particular.” 
He reported that there was free coinage in 
England; that France charged a steep 8%; 
and that in Holland the fee was around 
1% for gold and about 1.5% for silver. The 
Treasury Secretary referred to a resolution 
from the Congressional Board of Treasury 
of August 8, 1786, that recommended a fee 
of .5% for gold and 2% for silver. 

The Report presents two ways to defray 
the expense of coinage: “one by a reduc- 
tion of the quantity of fine Gold and Silver 
in the Coins; the other by establishing 
a difference between the value of those 
Metals, in the Coins, and the Mint price 
of them in bullion.” Hamilton found the 
former to be completely unworkable: “the 
quantity of Gold and Silver in the National 
Coins corresponding with a given sum 
cannot be made less, than heretofore, 
without disturbing the balance of intrinsic 
value; and making every Acre of Land, 
as well as every bushel of Wheat, of less 
actual worth than in times past.” 


















Table of weight and value of coins, 1792. This shows the confusing 
economic state of affairs that Hamilton strove to rectify with his Report. 
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Original handwritten notes of Alexander Hamilton in preparation 
to write his “Report on the Establishment of a Mint.” 


The latter method was discussed in 
a long-winded discourse consisting of 
numerous illustrations that presented the 
benefits of a free coinage. Then he wrote of 
France, which charged an 8% seigniorage 
for producing coins from bullion: 


There is perhaps no part of Europe, 
which has so little need of other 
Countries, as France. Comprehend- 
ing a variety of soils and climates, an 
immense population, its agriculture 
in a state of mature improvement, 
it possesses within its own bosom 
most, if not all the productions of the 


earth, which any of its most favored 
neighbors could boast....These cir- 
cumstances concur, in securing to 
France, so uniform, and so consider- 
able a balance of Trade, as in a great 
measure to counteract the natural 
tendency of any errors, which may 
exist in the system of her Mint.... 
Nor ought it to pass unnoticed, that 
with all these advantages, the Govern- 
ment of France has found it neces- 
sary, on some occasions, to employ 
very violent methods to compel the 
bringing of Bullion to the Mint; a 
circumstance, which affords a strong 
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presumption of the inexpediency of 
the regulation, and of the impracti- 
cability of executing it in the United 
States. 


Therefore, Hamilton suggested in his 
Report an amount that was close to free 
coinage for the United States. He dis- 
cussed that in Great Britain, where there 
was free coinage, the time between citizens 
delivering bullion to the mint and their 
receiving minted coins averaged a fee of 
0.5%. Since he felt that amount would not 
be a burden to American merchants, he 
suggested a fee of 0.5% for both gold and 
silver coinage. Hamilton then proposed a 
series of new gold, silver and copper coins. 


The Dollar and Other 
Denominations of Coins 


The national unit of account was to be the 
dollar, manufactured in both silver and 
gold. According to Sylla and Cowen, “The 
gold dollar’s main purpose was to make the 
bimetallic standard real by having a coin of 
the same denomination in both metals.” Of 
the proposed coins in the decimal denom- 
inations, the Report says that “nothing 
could be more simple or convenient than 
the decimal system.” Hamilton felt that 
two important considerations were ease of 
circulation and keeping the cost of mintage 
as low as possible. He was concerned about 
the costs involved in the new national coin- 
age: “Numerous and small...subdivisions 
assist circulation; but the multiplication 
of the smaller kinds increases expense; the 
same process being necessary to a small as 
to a large piece.” To that end, the Treasury 
Secretary presented a “small number, ‘till 
experience shall decide whether any other 
kinds are necessary.” 


1 Gold piece, equal in weight and 
value to ten Units or Dollars. 


1 Gold piece, equal to a tenth part of 
the former, and which shall be a unit 
or Dollar. 


1 Silver piece, which shall also be a 
unit or dollar. 


1 Silver piece, which shall be in weight 
and value a tenth part of the silver 
unit or Dollar. 


1 Copper piece, which shall be of the 
value of a hundredth part of a dollar. 


1 other Copper piece, which shall be 
half the value of the former. 


Heritage Auctions, ha.com 








Examples of coins from different states that 
circulated around America when Hamilton 
wrote his Report: New Jersey copper, 1786 
(top); New York copper, 1786 (middle); 
Virginia half penny, 1773 (bottom). 


Hamilton suggested names for the 
coins: eagle ($10), unit or dollar ($1), a 
tenth ($.10), cent ($.01) and half cent 
($.005). He wanted thick coins in order to 
prevent excessive wear. It was desired that 
the copper cents should have an intrinsic 
value close to their face value. The pur- 
pose of this was not to make a profit, but 
to dissuade counterfeiters from plying 
their trade upon the new copper pieces. 
Hamilton was vague about the devices to 
be placed upon the new coinage. In the 
Report he stated they “are far from being 
matters of indifference, as they may be 
made the vehicles of useful impressions. 
They ought therefore to be emblematical, 
but without losing sight of simplicity.” The 
last topic covered in the Report is foreign 
coins that were employed in domestic 
commerce. 


Foreign Coins in US Commerce 


Hamilton wanted to end the circulation 
of foreign coins in America within the 
framework of a three-year timetable. Some 
leeway was provided for the Spanish dollar 
to be kept in circulation after that time; 
however, the plan was to have all foreign 


coins brought to the Mint to serve as raw 
material for the new national coinage. 
Sylla and Cowen state that “Hamilton 
wanted to abolish the circulation of for- 
eign coins...by tale or rating, which was 
the ubiquitous practice of banks, mer- 
chants and other economic entities of 
assigning each foreign coin (of full weight) 
a value in dollars.” The Secretary felt the 
abolition was important, but advised that 
it was practical to delay it until the Mint 
produced a sufficient amount of new coins 
to replace them. Bank notes were sug- 
gested to help smooth the transition. 


The Mint Report and Hamilton’s 
Financial Revolution 


Within the span of six short years (1789- 
1795), Hamilton conceived, planned and 
carried out a financial revolution the likes 
of which the world had never seen. It 
included the dollar monetary union, an 
emerging banking system and the creation 
of a central bank. The other elements of 
his revolution were a funded national debt 
(that included assuming all state debts 
incurred during the American Revolu- 
tion), the creation of dynamic securities 
markets and a rapid expansion of state- 
chartered businesses (including banks) 
that sold tradable shares to investors. 

According to Sylla, “Although com- 
pressed into a far shorter time, the US 
financial revolution had many similarities 
to England’s, which began a century ear- 
lier and took decades to complete. Both 
financial revolutions were quantum leaps 
toward modernity. Both helped to make 
their countries into leading world eco- 
nomic and political powers.” 

It could be argued that the dollar mon- 
etary union would not exist and Ham- 
ilton’s revolution would have crumbled 
had he not crafted his “Report on the 
Establishment of a Mint.” In essence, 
this Report was a blueprint for a national 
coinage that would serve as the oil to keep 
the machinery of his revolution running 
smoothly. And if his Report was indeed 
the oil, then the new national unit of 
account, the dollar, could be considered 
the linchpin of his revolution. Hamilton 
saw a common currency—based on the 
dollar—as both a stabilizing and unifying 
force. It turned the US from a land of 13 
separate states with 13 unique identities 
and economies into a truly United States 
of America. $ 


This is Eric Brothers’ first article for 
Financial History. Since 2006 he has been 
a frequent contributor to The Numisma- 
tist. the publication of the American 
Numismatic Association (ANA). Sev- 
eral of Brothers’ articles over the years 
have covered financial history, including 
“Alexander Hamilton and the Panic of 
1792” (January 2021). He has received 
five literary awards for his work in The 
Numismatist. Brothers is a direct descen- 
dant of the Dutch colonial Kip family (of 
Kip’s Bay), who arrived in Manhattan 
in 1637. 
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By Andrew Lo and Stephen Foerster 


INVESTING IN ITS EARLIEST FORM can 
be linked to the risk/reward decisions 
of long-distance trading. During the late 
Pre-Pottery Neolithic period in the prehis- 
toric Middle East, between 9500 and 8500 
BCE, settled village life emerged. Settlers 
from the Jordan Valley engaged in the 
long-distance trade of obsidian, domes- 
ticated wheat and sheep with the people 
of the Central Anatolian Plateau and the 
Zagros-Taurus arc. These treks presented 
traders with substantial dangers, as their 
quest for profits required making daily 
risk/reward decisions. Thanks to their 
savvy investment decisions, long-dis- 
tance trade flourished like never before, 


Illustration of ships belonging to the British 
East India Company, one of the first “modern” 
joint-stock companies, founded in 1600. 

Inset: Bust of the Greek orator Demosthenes, 
who performed an early net present valuation 
calculation in a court case regarding his father’s 
estate in the fourth century BCE. 





spanning a distance of fifteen hundred 
miles and involving a striking variety of 
raw materials. 

A Sumerian record from around 2400 
BCE may be a record of the oldest known 
personal loan: Ur-garima lent Puzur-Eshrat 
40 grams of silver and 900 liters of barley. 
Around that time the first known surety 
bond was issued in Nippur in Mesopo- 
tamia, with a second party guaranteeing 
repayment of grain if the first party failed 
to reimburse the lender. The terms were 
written in cuneiform characters on a stone 
tablet that included the names of four wit- 
nesses, and, typically for its time, was exe- 
cuted in triplicate. 

A type of derivative contract dates 
back to 1900 BCE. Derivatives are named 
because their prices are derived from 
some underlying security, such as the 
price of a commodity. The first known 
derivatives contracts—what today would 
be called futures contracts—were writ- 
ten in Mesopotamia, in cuneiform script 
on clay tablets, and involved the future 


28 FINANCIAL HISTORY | Spring 2022 | www.MoAF.org 





IN PURSUIT OF THE PERFECT PORTFOLIO 


A Brief History of Investments 





delivery of goods, often combined with 
loans. One such contract was between a 
merchant, Magrattum Akshak-shemi, and 
his client, Damqanum, agreeing to the 
future exchange of 30 planks of wood of 
specified lengths. 

Subsequent to the early derivatives in 
Mesopotamia, another type of derivatives 
contract, the call option, was used around 
600 BCE in ancient Greece. Call options 
allow the buyer the option to buy a par- 
ticular asset at an agreed-upon price at 
a future date. One of the first recorded 
accounts of such a transaction is related 
to the underlying price of olive oil presses. 
At the time, olive oil was used for making 
soap and for cooking and was also used as 
fuel for lamps and as a skin softener. After 
several years of poor harvests, the Greek 
philosopher and mathematician Thales of 
Miletus, known as one of the Seven Sages 
of Greece, used astronomy to predict an 
upcoming bumper olive crop. During the 
winter, he negotiated call options to buy 
the presses in the spring at their depressed 





the Fre, 


oe 


Illustration of Société des Moulins de Bazacle in Toulouse, France, the world’s oldest shareholding company dating to 1369. 


current prices. He bought all the olive 
presses he could find from discouraged 
growers and made a fortune when the pre- 
dicted bumper crop arrived. As recounted 
later by Aristotle in his famous Politics, 
Thales “succeeded in proving it is easy 
for philosophers to become rich if they 
so desire, though it is not the business in 
which they are really about.” 

In the fourth century BcE, the well- 
known Greek orator Demosthenes was 
grappling with an investment issue. His 
father, with the same name, had died 
owning a furniture factory, a weapons fac- 
tory, several loan investments and other 
assets—early evidence of an investment 
portfolio—believed to be valued at over 
$11 million today. The estate, however, was 
mismanaged by his guardians, so when 
Demosthenes turned 21, he took them to 
court. In his argument, he sought to estab- 
lish both the original value of the estate 
and what it should have been valued had it 
been managed properly, performing what 
today would be called a net present valua- 
tion calculation. He was successful before 
the court but ultimately only received a 
fraction of the estate’s value. 


Around 221 BCE, the first emperor of 
China, Qin Shi Huangdi, introduced the 
standardized bronze coin as the first cur- 
rency of the now-unified empire and as its 
only acceptable currency, although archae- 
ological records show that similar coins 
may have been produced hundreds of years 
earlier. These coins are important because, 
as with present-day money, they were fiat 
currency and not backed by any precious 
metals, such as gold. They only had value 
because of decree and convention. Once 
coins became accepted as fiat currency and 
the weight and type of metal of the coin 
were no longer important, it was only a 
matter of time until paper currency became 
accepted. Bank notes, the most common 
form of currency today, originated in China 
during the Tang dynasty (618-907 CE). 

The precursor to government bonds 
occurred in Venice in 1172. The republic 
of Venice was in a struggle with Byzan- 
tium, the eastern successor to the Roman 
Empire, over control of the Adriatic Sea. 
On fabricated charges that the Venetians 
had set fire to a neighborhood in Constan- 
tinople, the emperor of Byzantium, Man- 
uel I Komnenos, created a hostage crisis 


by seizing Venetian merchants, locking 
them in prison and taking their goods. 
The doge of Venice, Vitale II Michiel, 
needed to quickly build a fleet of ships to 
wage a war in order to free the hostages 
and recover the Venetian property. Due 
to religious usury laws, however, loans 
were illegal. To fund the fleet, the doge 
devised a borrowing scheme known as a 
prestito, like a mandatory tax but with a 
promise to pay 5% interest until the debt 
was retired. The scheme created a lender- 
borrower relationship between the city 
and its citizens, rather than putting credi- 
tor control in the hands of a few investors. 
Unfortunately for the doge, while his fleet 
was anchored off the coast of Asia Minor, 
Komnenos stalled for time by promising a 
negotiated resolution. However, the Vene- 
tian fleet was suddenly ravaged by plague. 
Thousands died, with only about a quarter 
surviving. The mission was cut short, and 
the survivors returned home in defeat. 
When the Venetians saw the doge had 
survived while so many others perished, a 
mob chased him down and executed him. 

The world’s oldest shareholding com- 
pany dates back to 1369, when a group of 


www.MoAF.org | Spring 2022 | FINANCIAL HISTORY 29 


French millers formed Société des Moulins 
de Bazacle. The mill owners who shared a 
perpetual lease on the river arranged a 
profit-sharing plan. A few years later, one 
of the millers was a decade late in a debt 
repayment to a merchant, and the resolu- 
tion to the subsequent lawsuit resulted in 
a new corporate structure that included 
the now common innovation of an elected 
board of directors to protect shareholders. 
The company was considered a distinct 
legal entity apart from the shareholders. 
The Société des Moulins de Bazacle sur- 
vived floods that destroyed the dam, ice 
floes, famine, plagues and a revolution 
while still paying out 100% of its profits 
in dividends. Shares were transferable, 
and in some years, there was turnover of 
about 20% of the shares. There was one 
noteworthy constraint on share turnover: 
in addition to paying a large notary fee, 
new shareholders had to host a dinner for 
the entire board of directors. 

The first “modern” joint-stock compa- 
nies were the British East India Company 
(EIC), founded in 1600, and the Dutch East 
India Company, also known as the Ver- 
eenigte Ost-Indische Compagnie (VOC), 
founded in 1602. The EIC was formed as 
a monopoly to trade in India and later 
China, while the VOC was a government- 
directed amalgamation of several Dutch 
companies that were granted a monopoly 
on trade in India. In 1609, the VOC was 
the first modern joint-stock company to 
raise a large amount of capital by issuing 
dividend-paying shares. For over a century, 
the shares paid dividends of an incredible 
22%. Of course, these rewards were associ- 
ated with tremendous risks: the dangers 
associated with long-distance trading and 
the uncertainty surrounding the new cor- 
porate form itself. An active secondary 
market developed for the shares. While the 
original plan called for the liquidation of 
its shares in 10 years, the company wasn’t 
formally dissolved until 1796. 

The benefits to diversification appear to 
have been grasped by the late 18th century. 
The finance minister to Louis XVI wanted to 
permit the French to take part in the Ameri- 
can War of Independence without burden- 
ing French taxpayers. He organized a large 
number of loans from private investors, 
with repayment in the form of life annuities, 
with a twist: the lender could determine the 
person on whose life the annuity was issued. 
It didn’t take long for clever Swiss bankers to 
figure out how to game the system. 
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Dutch East India Company bond, 1622. 


In 1771, an investment scheme referred 
to as “Trente demoiselles de Geneve” was 
born. This involved a number of Genevan 
banks developing investment trusts that 
represented pools of life annuities issued 
by the French government. The banks cre- 
ated a list of young Genevan girls, typically 
aged five to 10, who were carefully selected 
and, after surviving smallpox, were named 
as the contingent lives. Most of the annu- 
ity pools involved 30 young girls, hence the 
name “Trente demoiselles.” The girls, also 
known as “the immortals,” became like 
rock stars in their communities because 
so much wealth was riding on their lives. 
Genevans from all walks of life invested 
in the scheme, and an estimated 90% of 
Geneva’s wealth was invested in these 
annuities, as was money from abroad. 
Banks resold fractions of these pools to 
individual investors, just like the modern 
securitization of mortgages, a major cause 
of the 2007-2009 financial crisis. Every- 
thing was going well until the unexpected 
bankruptcy of the French treasury, when 
annuity payments slowed and thousands 
of investors lost money. 

When we think of a diversified secu- 
rity today, we often think of a mutual 
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fund. The first mutual fund, Eendragt 
Maakt Magt, was created in 1774, by an 
Amsterdam broker named Abraham van 
Ketwich. Funds were invested in foreign 
government bonds, bank bonds and loans 
to plantations in the West Indies. The 
fund promised a dividend of 4%, with a 
planned liquidation and return of pro- 
ceeds after 25 years. The offering of 2,000 
subscriptions sold out, and a secondary 
market developed for those wishing to sell 
their subscription. This investment vehicle 
was similar to today’s closed-end mutual 
funds. Like a modern mutual fund, one 
of the articles in the prospectus listed the 
categories of potential investments. The 
articles also specified that the fund needed 
to be diversified at all times with 20 classes 
of investments, each of which consisted of 
at least 20 to 25 securities. 

After its initial success, in 1779 van 
Ketwich introduced a second mutual 
fund, named Concordia Res Parvae Cres- 
cunt. While similar to the first fund, a 
major difference in this fund was that its 
investment policy was more liberal, only 
specifying that the fund invest in “solid 
securities and those based on decline in 
their prices would merit speculation and 
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Concordia Res Parvae Crescunt certificate, dated 1893. Introduced in 1779 by Amsterdam 
broker Abraham van Ketwich, it was one of the world’s earliest mutual funds. 


could be purchased below their intrinsic 
value...of which one has every reason to 
expect an important benefit.” This strategy 
sounds much like today’s value investing, 
pioneered by Ben Graham and his most 
famous disciple, Warren Buffett. 

While these types of investment trusts 
or closed-end mutual funds eventually 
spread outside of the Netherlands, first to 
London in 1868 and then to the United 
States in the 1890s, a new investment 
concept eventually developed. In 1924, 
Massachusetts Investors Trust became 
the first US open-end mutual fund. Such 
open-end funds allowed for the continu- 
ous issuance or redemption of shares at 
a fair price to the underlying securities. 
Coincidentally, it was a Fortune magazine 
article a quarter century later featuring the 
Massachusetts Investors Trust that caught 
the eye of a young Princeton undergrad, 
Jack Bogle, who was to revolutionize the 
mutual fund industry by founding The 
Vanguard Group and creating the first 
index mutual fund. 

The investment theories of the 1930s 
were surprisingly sophisticated, even from 
a contemporary perspective, and included 
such ideas as net present value, the dividend 
discount model, arbitrage pricing and a 
precursor to the famous Modigliani-Miller 


theorems on the irrelevance of capital 
structure. None was more sophisticated 
or ambitious than Keynes’s The General 
Theory of Employment, Interest and Money, 
which attempted to integrate investment 
theory with macroeconomic policy and 
subsequently served as the user manual for 
most central banks until the late 20th cen- 
tury. However, even Keynes had to punt 
when it came to describing the behavior 
of financial markets: he likened the stock 
market to beauty contests and attributed 
price fluctuations to “animal spirits.” 
Keynes performed exceptionally well 
managing his Cambridge College endow- 
ment, but none of his investment strate- 
gies made it into any of his writings. Give 
people a fish, and you feed them for a day; 
teach people to fish, and you feed them for 
a lifetime. Keynes provided Cambridge 
with many fish, but when he died in 1946, 
he took his rod and reel with him. This state 
of affairs changed permanently in 1952. 
The art of investing turned into a sci- 
ence with the seminal publication of Harry 
Markowitz’s Portfolio Selection in 1952. 
Markowitz created an investing frame- 
work that showed how the correlation of 
stock returns drove the overall riskiness 
of a portfolio, and showed how diver- 
sification could improve an investor’s 


reward-to-risk ratio. Modern Portfolio 
Theory, or MPT, has just surpassed its 
zoth anniversary, and Markowitz’s effi- 
cient frontier analysis—finding assets with 
the least amount of risk for a given level 
of expected return—is still the backbone 
behind the determination of portfolio 
asset allocation among stocks, bonds and 
other assets. 

Following Markowitz, Bogle put the 
concept into practice in a low-cost man- 
ner. A web of contributors followed these 
trailblazers. Conceptual advances in 
investment theory continued with Nobel 
laureates William Sharpe, Markowitz’s 
student; Eugene Fama, who brought Mar- 
kowitz’s theories into the classroom at 
the University of Chicago and coined the 
phrase “efficient markets”; Myron Scho- 
les, Fama’s student and co-creator of the 
famous option pricing model that bears 
his name (along with Fischer Black); Rob- 
ert Merton, Scholes’s colleague at MIT 
and another co-creator of the option pric- 
ing model; and Robert Shiller, an MIT 
grad who challenged Fama’s notion of 
efficient markets. 

Other pioneers who shaped the way in 
which we invest include Martin Leibowitz, 
known as the Bond Guru, who changed 
the way stodgy bonds were viewed; Char- 
ley Ellis, known as the Wisest Man on 
Wall Street, founder of the consulting firm 
Greenwich Associates, and an early pro- 
ponent of index funds that helped inspire 
Bogle; and Jeremy Siegel, The Wizard of 
Wharton, best-selling author of Stocks for 
the Long Run and lifelong friend and class- 
mate of Shiller. The pursuit of the “perfect 
portfolio” continues, building on a rich 
investment history. $ 


Andrew Lo is the Charles E. and Susan 
T. Harris Professor of Finance at the 
MIT Sloan School of Management and 
the author of many academic articles in 
finance and financial economics. Stephen 
Foerster is a Professor of Finance at the 
Ivey Business School at Western Uni- 
versity. He has published over 50 articles 
in journals such as Journal of Financial 
Economics, the Journal of Finance and 
Financial Analysts Journal. This article 
has been adapted from their book, In 
Pursuit of the Perfect Portfolio: The Sto- 
ries, Voices, and Key Insights of the Pio- 
neers Who Shaped the Way We Invest 
(Princeton University Press, 2021). 
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America’s First 


Experience witha ~ 
Steeply Progressive 


Income Tax 


By Daniel C. Munson 


CRITICS OF THE SCHOLARLY PURSUIT of 
historical truths—and it must be conceded 
that such persons do exist—often lament 
that history seems like “just one damned 
thing after another.” In response, those 
who value history often quote the philoso- 
pher George Santayana that “those who 
cannot learn from history are doomed to 
repeat it,” but these warnings often fall on 
deaf ears. Historians should perhaps grant 
that human progress, while generally a 


War Time Taxing and Spending cartoon 
by Herbert Johnson, 1917. 


good thing, tends to change conditions 
enough to make comparisons with the 
past somewhat imperfect. 

French writer Jean-Baptiste Alphonse 
Karr delivered the priceless bit of wisdom 
that (loosely translated) “The more things 
change, the more they stay the same.” 
Conditions change but human nature does 
not, so the historian struggles on, mining 
the records in search of those gems that— 
according to an equally famous quote by 
Mark Twain—“rhyme” with today’s very 
different conditions. 

Perhaps nowhere can we see these histor- 
ical rhymes more clearly than in the income 
tax laws, and in the debates concerning 
what system or series of tax rates is best. 

The drive for tax fairness is always 
balanced with the practical concern for 
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economic efficiency. This balancing act 
was famously expressed over 200 years 
ago by French economist Turgot when 
he wrote that the art of taxation involves 
“procuring feathers from a goose with 
the least amount of hissing.” Thus, if high 
rates on certain high incomes are con- 
sidered by some to be “fair,” they may be 
counter-productive if they discourage the 
activity that produced the income to be 
taxed at those high rates. 

The present US income tax system got 
its start in 1913, and it had a tumultuous 
first 10 years. The system started mod- 
estly, but it was quickly called on to help 
finance the country’s World War I effort. 
Top marginal rates escalated dramatically 
to try to keep up with the war spending: 
from 7% on income over $500,000 (huge 
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money in 1913), the top rate went to 15% 
in 1916, then jumped dramatically to 67% 
in 1917 (the year the United States entered 
the war) and finally to 77% in 1918 (the 
year of the armistice). 

These martial matters are easily forgot- 
ten by the financially minded. Thoroughly 
modern French economist Thomas Pik- 
etty recently suggested that it was growing 
income inequality that drove the adoption 
of the income tax in the United States 
all those years ago. “Between 1880 and 
1910," he wrote, “while the concentra- 
tion of industrial and financial wealth 
was gaining momentum in the United 
States and the country was threatening to 
become almost as unequal as old Europe, 
a powerful political movement in favor 
of an improved distribution in wealth 
was developing. This led to the creation 
of a federal tax on income in 1913 and on 
inheritances in 1916.” 

Not exactly. The 1913 income tax—at 
roughly 1% for most high-income people 
and increasing to a mere 7% only on very, 
very high incomes—wasn’t very re-dis- 
tributional. Additionally, the inheritance 
tax of 1916 was not new, and the version 
passed in 1898 to finance the Spanish- 
American War was arguably stiffer 

More importantly, the real drive to 
institute the 1913 income tax stemmed 
not from a desire to re-distribute income 
but to simply make up the revenue lost 
from a reduction in tariff rates. Woodrow 
Wilson scholar Kendrick Clements states 
flatly: “Tariff reduction was Wilson’s first 
concern.” Wilson had campaigned in 1912 
on the idea that tariffs had been “a method 
of fostering special privilege” and needed 
to be trimmed back or even eliminated. 
Wilson believed that import tariffs favored 
certain commercial interests—American 
sugar and wool producers were very vis- 
ible beneficiaries—and corrupted mem- 
bers of Congress while unfairly raising 
prices to all American consumers. 

Wilson succeeded, and tariff rates were 
reduced from roughly 40% to around 
25%. The drop in tariff revenue was to 
be recouped with a modest income tax. 
Under the new income tax law passed 
in early October 1913, a single taxpayer 
making $5,000/year—a very comfortable 
income in 1913—was asked to pay a 1% 
tax on their income exceeding a $3,000 
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The 16th Amendment to the United States 
Constitution, which allows Congress to levy 
an income tax without apportioning it among 
the states on the basis of population. 


personal exemption, or a mere $20 that 
year. 

It was the Revenue Act of 1917, passed in 
October of 1917 as the US government was 
spending money hand-over-fist in pros- 
ecuting a war it had joined the previous 
April, that sent rates on higher incomes 
rocketing upwards: from 15% to as high 
as 67%. The increase was so dramatic that 
tax expert Roy Blakey worried at the time 
that taxpayers were “not yet psychologi- 
cally prepared to pay what they should.” 
(Politicians later figured out that “their 
fair share” sounded better than “what they 
should.”) The shock was greatest on high 
income earners, but even the $5,000/year 
taxpayer would be asked to pay $240—a 
6% rate on their income above a reduced 
$1,000 personal exemption—or a 12-fold 
increase on the amount owed in 1913. 

Another central fact of those years was 
the general inflation fueled by the war 
spending, which resulted in an increase 
in wages for most workers. This rise in 
wages is clearly visible in the treasury data: 
In 1913, a $5,000 taxpayer would have 
been one of only about 400,000 Ameri- 
can “households” required to file a return 
because not many Americans had yearly 
income greater than the personal exemp- 
tions of $3,000 for single people and 
$4,000 for what we today call “joint filers.” 


By 1918, however, the number of such 
households required to file had increased 
more than 10-fold to over 4 million. The 
comfortable $5,000/year taxpayer of 1913 
would probably have been disappointed 
to earn no more in 1918 than in 1913. 
Had that person’s income grown to, say, 
$8,000 in 1918, the income tax would have 
risen to $630—about 30 times the 1913 bill. 
Such a hypothetical may more accurately 
reflect the extent to which the burden of 
paying for the war was shared in ways not 
captured by the tax rate tables. 

These same years reveal quite dramati- 
cally a little kernel of taxing wisdom that 
is with us, both substantively and rhe- 
torically, to this day. It is seen in the behav- 
ior of those very wealthy taxpayers who 
were suddenly faced in October 1917 with 
60+% marginal rates and whose income 
derived principally from investments and 
not from wages. The capital of these very 
wealthy taxpayers was somewhat mobile, 
their income therefore somewhat flexible 
as to how it was generated, and in their 
behavior we see for the first time in US his- 
tory the difficulty, the “goose-hissing,” of 
taxing income at extremely high marginal 
rates. And they were indeed high marginal 
rates: by 1918 the income of single persons 
exceeding $100,000/year was taxed at 64%, 
that over $300,000/year at 75%. 

People subject to these 60+% rates were 
undeniably wealthy. Legendary 1920s 
baseball player Babe Ruth made headlines 
when his wage income increased from 
$52,000 to $80,000/year, a salary that 
readers of the sports pages in those days 
found almost stratospheric. 

Instituting these extremely high mar- 
ginal rates, however, resulted in a sharp 
drop in the number of returns declaring 
income subject to these rates. For exam- 
ple, there were some 1,296 tax returns 
that declared income of over $300,000 in 
1916 when such income was taxed at 15%. 
In 1918, when such income was taxed at 
71-77% (depending on filing status), the 
number of such taxpayers declined by 
over half, to 627. 

The income tax was only five years old in 
1918, and these very high rates were newer 
still, so it is quite stunning to observe 
the speed with which the wealthy and 
their advisors reacted to these changes. 
Whether it was because they were not 


www.MoAF.org | Spring 2022 | FINANCIAL HISTORY 33 


Library of Congress 








VOL. XXXIV. No. 881. 


Copyright, eas, by Keppler & Sclwarmmaan, 





PUCK BUILDING, New York, January 24th, 1834. 





intered ar N. ¥.P.O, as Second-<ises Mat Master: 





Oa 


NO INCOME TAX! 


Ir ts Nor Onny Inquistrorian; Bot Punic Mokatiry Fors thar reg Tax- 
PAYRE SHOULD HE Forckp To Do ANY MORE HARD SWEARING THAN HE ALREADY Does. 


i 


Cartoon titled “No Income Tax!” published in Puck magazine. 


“psychologically prepared to pay” or some 
other reason, it is clear they acted quickly. 
Consider that these high rates became law 
in October 1917, and within only a few 
months over half of the top earners of 1916 
simply disappeared from the rolls of top 
earners of 1918. 

This drop in very high-income returns 
did not reflect illegal tax evasion; rather, 
these very wealthy citizens were engaged 
in the legal process of tax avoidance. The 
decline in the number of such returns 


is also impossible to place at the foot of 
the economy: The years 1916-1918 saw 
the number of people filing returns and 
reporting higher wage incomes escalate 
dramatically, and it was a time when 
progressives accused rich industrialists of 
“war-profiteering.” 

A popular method of legal tax avoid- 
ance, one familiar to many readers of this 
magazine, is redirection of investment 
capital into state or municipal bonds, the 
income from which is free of federal tax. 
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The extremely wealthy and/or their advi- 
sors clearly figured this out very quickly 
in 1917. There was a sharp stock market 
decline in the fourth quarter of 1917 fol- 
lowing passage of the Revenue Act of 1917 
with those dramatically higher rates—a 
drop perhaps traceable to the selling of 
shares to raise money to pay a big tax bill 
and the re-direction of capital towards 
municipal bonds. 

The popularity of this method of tax 
avoidance was such that three years later 
it dominated the debates over the Revenue 
Act of 1921, debates that concerned not 
whether, but how much, to reduce these 
high marginal rates. These debates wit- 
nessed US senators reviewing calculations 
aimed at pinpointing exactly how much 
these top marginal rates would have to 
decline to reduce the incentive for wealthy 
taxpayers to invest in “Munis.” Senator 
Reed Smoot of Utah approached the ques- 
tion using “a mathematical calculation” 
and arrived at a maximum marginal tax 
rate of 32%. 

“The reason,” he explained, “is because 
32% is the difference between the income 
from a tax-exempt security and one that 
is taxable on the basis of today’s money 
market.” Taxation expert Blakey, in com- 
menting on these 1921 debates, conceded 
that “no one paying 73% or even 58%... will 
invest in 6% or even 10% taxable railroad 
or industrial securities so long as 5% state 
and municipal tax-exempt bonds may be 
purchased at par or thereabouts.” 

The “rhyme” in this fact pattern is that 
these same calculations are done exactly 
this way today, albeit with different bond 
interest and marginal tax rates. According 
to Investopedia, “Muni bonds are often 
a good investment for people with high 
incomes living in states with high income 
taxes, such as California.” Tax advisors 
have also formulated other methods of 
tax avoidance in response to other tax 
law changes. The 80+% marginal rates 
of the mid-2oth century instituted to try 
to pay for World War II inspired a veri- 
table cottage industry of other “rhyming” 
schemes: passive loss real estate invest- 
ments, hobby farms, etc. The modern-day 
tax advisor is not lazy. 

A defense of these high rates on high 
incomes was raised a century ago, just 
as it is today. A century ago, the argu- 
ment was made that although collections 
on income above $300,000 had declined, 
total tax receipts from the wealthy had 





President Woodrow Wilson succeeded in 
reducing the tariff rate from 40% to 25%. 
The drop in tariff revenue was to be 
recouped with a modest income tax. 


increased. The ranking minority member 
of the House Ways and Means Com- 
mittee, North Carolina Democrat Claude 
Kitchin, responded during those debates 
“that for each year since 1916...there has 
been a gradual increase of millions in 
collection of taxes from income from 
$50,000 upward. In 1919, $586 million 
more was collected than in 1916.” He went 
on to defend a system that encouraged 
investment in municipal bonds, asking 
rhetorically, “Are not the people of the 
states and counties and municipalities 
thereby benefitted by getting a higher 
price for such bonds, and do not the 
proceeds from these state and municipal 
bonds go more directly for the benefit of 
the people than the taxes of the federal 
government?” 

Congressman Kitchin’s choice of 
$50,000 for comparison was no acci- 
dent. Income taxes on the first $50,000 
of taxable income were much lower dur- 
ing those years than was the tax rate 
on income around $300,000. The mar- 
ginal rate on income of the dollar over 
$50,000 was 36%, but a single payer with 
$50,000 of taxable income in 1918 was 
assessed $11,690 in taxes, or only 23% of 
his income because of the lower rates 
prevailing on the income below $50,000. 
Such well-heeled taxpayers were therefore 
positioned to justify investment in taxable 
industrial bonds at 8%, rather than state 


Senator Reed Smoot of Utah used a 
“mathematical calculation” and arrived 
at a maximum marginal tax rate of 32%. 


or municipal bonds at 5%, and therefore 
willingly declared such amounts of taxable 
income. 

As with so many other maddeningly 
complex and seemingly contradictory 
mathematical facts, both these debating 
points were true: collections on extremely 
high incomes of over $300,000/year were 
decidedly down and probably for the rea- 
sons enumerated, but at the same time 
collections on somewhat lower but still 
very high incomes were up strongly due 
to economic and inflationary effects. It is 
only when the inducements to investment 
at each of these precise income levels are 
examined closely—and mathematically— 
that it becomes clear why both facts could 
be true. 

The translation of these specific histori- 
cal facts to the present day is imperfect. 
Things have changed. Marginal rates do 
not escalate as rapidly and to the levels 
they did back then. Large numbers of 
“middle-class” Americans now have wage 
incomes that cause them to be taxed at 
fairly high rates—especially when their 
federal tax levy is combined with the state 
and social insurance taxes they now must 
pay—and such wage income leaves them 
few alternatives to reduce their tax bur- 
den. Humans have not changed, however, 
and what may have been glaringly true to 
policy makers a century ago is probably 
true today: marginal tax rates of over 50% 


North Carolina Democrat Claude Kitchin, the 
ranking minority member of the House Ways 
and Means Committee, defended a system that 
encouraged investment in municipal bonds. 


will cause taxpayers subject to those rates 
to look for alternatives. And alternatives 
they will find—regardless of whether the 
passage of time reveals these alternatives 
to be financially rewarding. $ 


Daniel C. Munson enjoys reading and 
writing economic and scientific history. 
His writings have appeared in Barron’s, 
Financial History and other publications. 
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HERE’S AN IDEA: take tens of thousands of 
men (mostly) between 18 and 40 who grew 
up playing Super Mario Bros. and Grand 
Theft Auto. Lock them down in front of 
computer screens for months on end. Set 
up an online platform where they can con- 
verse anonymously. Tell them that they 
can trade securities at any time, at suppos- 
edly no cost. And occasionally give them 
free stimulus money. It’s like a giant online 
financial playdate—only the players are 
adults, and the winners and losers are real. 

That’s basically the story told by author 
Spencer Jakab in The Revolution That 
Wasn’t: GameStop, Reddit, and the Fleec- 
ing of Small Investors. Jakab, a sell-side 
analyst turned WSJ reporter and colum- 
nist, dissects an episode in January 2021 
when an unruly band of retail traders 
(David) “short squeezed” the big bad 
hedge funds (Goliath). The post-mortem 


on this story was that just as David was 
about to smite Goliath, the rules of the 
game were changed. No, says Jakab, that’s 
not right. The rules weren’t changed— 
trading your way to success is a mugs 
game that’s been foisted on retail investors 
since the South Sea Bubble. Without disci- 
pline, without patience, retail investors are 
always at a disadvantage—and no amount 
of high-speed trading can change that, he 
concludes. 

This is a personality-led tale, so Jakab 
starts with the character list right away: 
Keith Gill, a financial advisor who goes live 
with his belief in GameStop (NYSE:GME) 
stock; Vlad Tenev, co-founder of online 
broker/trading platform Robinhood; Steve 
Huffman, Reddit’s CEO; Gabriel Plotkin, 
of Melvin Capital, a hedge fund particu- 
larly aggressive in the shorting of Game- 
Stop; and Ken Griffith, billionaire owner 
of Citadel, a hedge fund and securities 
processing firm which takes order flow 
from Robinhood. At the center of the 
whole saga are “the Degenerates” (Jakab’s 
label, not mine): a hungry band of retail 
traders, who communicate through a sub- 
Reddit chatroom called “WallStreetBets.” 

With all these pieces in place, in 2019 
the pace of the story speeds up. 

GameStop’s business model as a video 
game retailer and renter looks to go the 
way of Blockbuster. It becomes a poster 
child for short sellers. Robinhood signs up 
record numbers of retail investors, drawn 
to its frantic pace, instant gratification and 
allegedly no cost. The website, writes Jakab, 
is designed to spur frequent—almost fren- 
zied—use. You don’t have to read a lot of 
the WallStreetBets posts included here to 
feel the testosterone. Market wins (and 
losses!) are compared as feats of strength 
and manliness. 

After the pandemic lockdowns start 
in spring 2020, commentary on Wall- 
StreetBets begins to coalesce around the 
plight of GameStop stock. Although they 
are always focused on making money, 
the Degenerates’ chatter takes on a more 
populist bent. Short sales of any stock are 
publicly disclosed, and Melvin Capital’s 
short bets on GameStop look particularly 
greedy. In the week of January 25, 2021, 
the Degenerates think they have a chance 
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to “corner” the short sellers, by taking 
the price of GameStop to a point where 
short sellers can’t cover their obligations. 
For a few days, it appears they have the 
advantage. Melvin Capital and others lose 
billions. Melvin gets a cash infusion from 
other hedge funds. 

Then it all stops. 

Overnight, on January 28, 2021, Robin- 
hood’s clearinghouse requires it to come 
up with additional capital to cover the out- 
standing GameStop positions in its cus- 
tomer accounts. Robinhood draws down 
its lines of credit and gets more money 
from its backers. In addition to increas- 
ing its capital, it also “restricts” further 
trading in GameStop stock and others, 
which essentially prevents the Degener- 
ates from continuing the squeeze. Robin- 
hood’s retail investors are stuck as the air 
goes out of the GameStop story. Citadel 
bails out Melvin Capital, while it processes 
the flow of trades from Robinhood. 

I won't spoil the ending. GameStop is 
still around, as is Robinhood. Jakab does 
an excellent job explaining how all this 
worked together, particularly short selling. 
So, if you still can’t figure out how some- 
one can sell something they don’t own, 
you're in luck. And readers are reminded 
that as the GameStop story unfolded, a lot 
of people on the sidelines made a lot of 
money betting for and against the Degen- 
erates. It’s a good read on how the plumb- 
ing of Wall Street works. 

Inevitably, the GameStop drama engen- 
dered hand-wringing (including Con- 
gressional hearings) about how the little 
guy can’t win on Wall Street. And Jakab 
agrees. But he doesn’t have a lot of sym- 
pathy for the Degenerates. Retail investors 
are always the ones who pay the most, and 
lose the most. His final chapter has some 
simple lessons for retail investors: slow 
down, use indexing and be extra careful 
when somebody tells you they have a sys- 
tem to beat the market. $ 


James P. Prout is a lawyer and business 
consultant. This is his 20th book review 
for this magazine. He can be reached at 
jpprout@gmail.com. 
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. What friend of Adam Smith, who 


for coinage and a mint in 1782? 


What were the two first “modern” 
join-stock companies in the world, 
founded at the turn of the 17th 
century? 


unit of account in the United States 
would be called the “dollar”? 


General Theory of Employment, Interest 
and Money, served as the user manual 
for most central banks until the late 
20th century? 


became the largest municipal 
bankruptcy in 1983? 


Who served as US Secretary of the 
Treasury for most of the Civil War? 


income tax system begin? 


stereotypically blamed for black- and 
gray-market trading during the Civil 
War and were subsequently banned 
from General Ulysses S. Grant's military 
department? 


also played a key role in the creation 
of modern economics, was an 
outspoken opponent of organized 
religion? 


What was the world’s oldest share- 
holding company, dating back to 
1369? 
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